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THE ANNUAL REPORT OF THE FINANCIAL 
STABILITY OVERSIGHT COUNCIL 


Tuesday, June 24, 2014 

U.S. House of Representatives, 

Committee on Financial Services, 

Washington, D.C. 

The committee met, pursuant to notice, at 10 a.m., in room 2128, 
Rayburn House Office Building, Hon. Jeb Hensarling [chairman of 
the committee] presiding. 

Members present: Representatives Hensarling, Bachus, Royce, 
Capita, Garrett, Neugebauer, McHenry, Bachmann, Pearce, Posey, 
Westmoreland, Luetkemeyer, Huizenga, Duffy, Hurt, Stivers, 
Stutzman, Mulvaney, Hultgren, Ross, Pittenger, Wagner, Barr, 
Cotton, Rothfus, Messer; Waters, Maloney, Sherman, Capuano, 
Hinojosa, McCarthy of New York, Lynch, Scott, Green, Cleaver, 
Moore, Perlmutter, Himes, Peters, Carney, Sewell, Foster, Kildee, 
Sinema, Beatty, Heck, and Horsford. 

Chairman Hensarling. The committee will come to order. With- 
out objection, the Chair is authorized to declare a recess of the 
committee at any time. 

This hearing is for the purpose of receiving the annual report of 
the Financial Stability Oversight Council (FSOC) to be presented 
by the Honorable Jacob J. Lew, Secretary of the Treasury and 
Chairman of the Financial Stability Oversight Council. 

I now recognize myself for 5 minutes to give an opening state- 
ment. 

Beginning this morning, we welcome back Secretary Lew to dis- 
cuss FSOC, but before we do discuss FSOC, I would be remiss if 
I did not bring up the continuing scandal at the Internal Revenue 
Service, an agency that is part of Treasury. Mr. Secretary, 13 
months ago you appeared before us and said, “My highest priority 
is to restore confidence in the IRS.” I think we know, Mr. Sec- 
retary, both of us, that has not yet occurred. 

Back then President Obama said of the IRS scandal, “The mis- 
conduct is inexcusable, and Americans are right to be angry about 
it, and I am angry about it.” He said his Administration would co- 
operate with Congress to uncover the truth. That is what he said, 
but regrettably, that is not what has happened. 

In just the last few days, we have learned the Administration 
has known since at least February that years’ worth of IRS emails 
of eight IRS employees at the epicenter of the scandal have simply 
vanished. How terribly convenient for the Administration, but how 
inconvenient for the American people who expect equal protection 
under the law. 


( 1 ) 
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The American people, regrettably but understandably, are be- 
coming increasingly cynical and fearful of their government. There 
is a growing resentment of one set of rules for Washington and an- 
other set of rules for everyone else. In other words, no one believes 
that simply saying, “Sorry, I have lost my emails,” is an excuse the 
IRS would accept from a taxpayer being put through a torturous 
audit. 

Mr. Secretary, I trust you agree that the American people de- 
serve better, and it is past time for openness and transparency 
from this Administration, which you told this committee 13 months 
ago was your highest priority. It is also past time for openness and 
transparency at FSOC, which you chair, Mr. Secretary. While you 
and other Administration officials habitually cite the purported 
dangers of financial stability posed by the shadow banking system, 
you ignore those presented by the shadow regulatory system of 
which FSOC is front and center. 

Indeed, with the exception of agencies dealing in classified infor- 
mation related to national security, FSOC may very well be the 
Nation’s least transparent Federal entity. The public cannot view 
their proceedings because two-thirds of those proceedings were con- 
ducted in private executive sessions. And when the minutes are 
produced, on average they weigh in at a mere 5 pages long, with 
half of the pages devoted to memorializing attendees’ names and 
resolutions considered. 

Better Markets, a public interest group that consistently advo- 
cates for more regulation of our financial sector, has stated, “The 
FSOC’s proceedings make the Politburo look open by comparison. 
No one in America even knows who they are. At the few open 
meetings they have, they snap their fingers, and it is over, and 
they are all scripted. They treat their information as it were state 
secrets.” 

To begin to remedy this sad situation is one of the reasons this 
committee has ordered H.R. 4387, the FSOC Transparency and Ac- 
countability Act, favorably reported to the House. The reason 
transparency and accountability are so important is because FSOC 
can designate practically any large financial firm in our Nation as 
a systemically important financial institution, a SIFI, and thus 
render effective control over it. Thus, it has the ability to render 
great damage to our economy and set back the dreams of tens of 
millions of our unemployed and underemployed Americans who are 
counting on their capital markets to work for them. 

Recently Douglas Holtz-Eakin, the former Director of the CBO, 
has estimated that designating asset managers as SIFIs could cost 
investors as much as 25 percent of their return on their invest- 
ments over the long term, or approximately $108,000 per investor. 
In other words, as it operates in the shadows, FSOC can take away 
the seed capital necessary to launch a small business or to send a 
child to college. That is both unfair and unwise. 

And while FSOC seems dead set on trying to find systemic risk 
where no one else seems to find it, a review of their latest report 
indicates that they are willfully blind to the largest sources of sys- 
temic risk, with hardly a mention of Fannie Mae or Freddie Mac, 
who were at the epicenter of the last financial crisis, and without 
the leadership of the Administration to end permanent taxpayer 
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subsidies, they are certain to be at the center of the next financial 
crisis. 

There has been no mention of the Federal Government itself, 
which is $17 trillion in debt and growing, with more debt incurred 
under this Administration than in our Nation’s first 200 years. Our 
offices are all awash. The CBO and independent reports say the 
pace of spending is unsustainable, but rather than rein in govern- 
ment spending or prioritize interest payments on the debt, the Ad- 
ministration regrettably turns a blind eye and has even threatened 
to allow default on our sovereign debt. 

This committee has also passed H.R. 4881, to place a 1-year mor- 
atorium on further designations of nonbank SIFIs. Again, Mr. Sec- 
retary, I would call on FSOC to cease and desist with these des- 
ignations so Congress can have time to conduct effective oversight 
and get answers to questions that both Republicans and Democrats 
have raised about FSOC’s decision-making process. 

I now recognize the ranking member for 5 minutes. 

Ms. Waters. Thank you very much, Mr. Chairman. 

Today I am very pleased that you are here. Secretary Lew, and 
I welcome you back. And I assure you that we are not poised here 
today to talk about the IRS. That has been done in our Oversight 
and Investigations Subcommittee. We don’t have documents. We 
don’t have emails. We don’t have any information relative to that 
issue. We gather here today to receive your annual report of the 
Financial Stability Oversight Council, FSOC, as required by the 
Dodd-Frank Act. 

To be honest, I am surprised to see so many of my colleagues on 
the other side of the aisle with us today given that the FSOC has 
joined the ranks of the Consumer Financial Protection Bureau, the 
Export-Import Bank, and the Terrorism Risk Insurance Act in be- 
coming the latest target in a relentless Republican effort to tear 
down important engines of job creation, economic growth, and con- 
sumer protection. 

I didn’t think my colleagues on the other side of the aisle would 
have any interest in hearing about the Council’s progress or in 
your views of the financial stability of the United States. In fact, 
just last week this committee approved two measures that, under 
the guise of transparency, would compromise the FSOC and erode 
the important role it plays. These partisan bills were nothing more 
than an effort to derail this cornerstone of the Dodd-Frank Wall 
Street Reform Act. 

Mr. Chairman, the economic collapse of 2008 resulted in the 
greatest loss of wealth in a generation. Starting with the bank- 
ruptcy of Lehman Brothers, our economy quickly ground to a halt, 
leaving the American taxpayers to clean up the mess. All told, the 
financial crisis resulted in the destruction of more than $9 trillion 
in wealth and cost each American household approximately 
$50,000, while unemployment exploded throughout the country. 

One problem leading up to the crisis was that no one in the pri- 
vate sector or in government saw the big picture or had the respon- 
sibility to deal with emerging threats before they caused damage 
to our economy. That is why Democrats created the Financial Sta- 
bility Oversight Council, that is FSOC, to fill that void and serve 
as an advance warning system to identify and address systemic 
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risks posed by large complex companies, products, and activities 
before they threaten the economy. 

In plain English, FSOC is charged with looking at every aspect 
of our financial system for possible weaknesses and risk, sometMng 
that did not happen in the lead-up to the crisis. The Council’s work 
is critical to ensuring that our financial regulators are working col- 
laboratively to identify and respond to emerging threats to finan- 
cial stability. 

It remains a mystery to me why Republicans are spending the 
few legislative days we have left in this session pushing partisan 
legislation that would hamstring the FSOC’s ability to protect 
homeowners, consumers, and the American economy. And it is ob- 
vious that, like with CFPB, Ex-Im, and TRIA, the Republicans’ goal 
is to stop the program from its important work even if that means 
ending important protections for the American people in our econ- 
omy. 

Secretary Lew, I look forward to your insight on areas of sys- 
temic risk the Council has identified, particularly related to mort- 
gage servicing, alternatives to reference rates like LIBOR, and per- 
ceptions of “too-big-to-fail.” As we hear additional details from you 
about the risks identified in this year’s report, I will be interested 
to hear whether Republicans believe FSOC should take action to 
mitigate those risks or turn a blind eye and invite another crisis. 

Finally, Mr. Chairman, I am looking forward to hearing more 
from you about how we address concerns that I and other Members 
of Congress have raised regarding the transparency of the FSOC 
designation process. I am sympathetic to these concerns and would 
like to hear what steps you have taken and your suggestions on 
how to increase transparency in a way that continues to carry out 
FSOC’s mission. I look forward to the Secretary’s testimony and his 
insight on all of these issues, as well as what the FSOC is cur- 
rently doing to monitor systemic risk and promote financial sta- 
bility. 

I yield back the balance of my time. 

Chairman Hensarling. The Chair now recognizes the gentlelady 
from West Virginia, Mrs. Capita, chairwoman of our Financial In- 
stitutions and Consumer Credit Subcommittee, for 1 minute. 

Mrs. Capito. Thank you, Mr. Chairman, and thank you. Sec- 
retary Lew, for being with us today. 

We are going to learn more about the FSOC, which was created 
by Dodd-Frank with the mission of monitoring systemic risk. This 
designation can have a significant effect on the institution by re- 
quiring increased levels of regulatory capital. The costs associated 
with heightened credential standards are quite clear; however, the 
processes and methodologies for determining a nonbank firm’s sys- 
temic risk are much less clear. 

In fact, in the recent designation of Prudential Insurance, the 
one member of the FSOC with significant insurance industry expe- 
rience argued that there was little evidence to support the notion 
that a large life insurer poses a systemic risk. Furthermore, we 
know little about how an institution’s designation will affect the 
end users. 

Another issue I would like to discuss with you, Mr. Secretary, is, 
are there arbitrary thresholds in Dodd-Frank that determine if a 



5 


financial institution is systemically significant? There has heen a 
lot of discussion about the different thresholds, and I would like to 
dig deeper on that with you. Thank you. 

Chairman Hensarling. The time of the gentlelady has expired. 

The Chair now recognizes the gentlelady from New York, Mrs. 
Maloney, ranking member of our Capital Markets Subcommittee, 
for IV 2 minutes. 

Mrs. Maloney. Thank you, Mr. Chairman, and Ranking Member 
Waters, and welcome. Secretary Lew. I believe I speak on behalf 
of all New Yorkers when we say we are so proud of you and your 
many years of public service. 

This is an important hearing. The Financial Stability Oversight 
Council was one of the keys of the Dodd-Frank financial reform, 
and it provides a forum for all of our financial regulators to come 
together to discuss the risks that they each see in the markets they 
regulate, but from a broad perspective, from a systemic perspective. 
It also requires them to publish an annual report that describes in 
detail the emerging threats that they see in the financial markets, 
and this is tremendously important. 

It depends on what report you look at: the ranking member said 
$9 trillion; I have seen some reports that said that we suffered 
$16-$ 18 trillion in loss to our economy; Christina Romer testified 
before this Congress that the economic shocks we experienced in 
the last recession were 3 times greater than the Great Depression, 
and we managed it better. 

But also, economists have testified before this panel and other 
panels that it was the only financial crisis in our history that could 
have been prevented by better financial market overview and regu- 
lation. We didn’t keep up with the new products. We didn’t keep 
up with the new trends. So FSOC was created to help us prevent 
another serious, damaging, painful economic loss that we could 
have prevented with better financial management. 

I look forward to reading your report. Thank you. 

Chairman Hensarling. The time of the gentlelady has expired. 

The Chair now recognizes the gentleman from New Jersey, Mr. 
Garrett, chairman of our Capital Markets Subcommittee, for 2 min- 
utes. 

Mr. Garrett. Thank you, Mr. Chairman. 

Today FSOC has become a sort of super-regulator whose SIFI 
designation is effectively an implicit taxpayer guarantee. Over 
time, I believe “too-big-to-fail” SIFIs will use their capital cost ad- 
vantage to drive smaller competitors out of business. In short, 
FSOC now picks the winners and the losers in our financial mar- 
kets. As FSOC aggressively asserts itself over more and more sec- 
tors of our economy, insurance companies and asset managers most 
recently, they owe the American people an explanation for what 
they are doing. 

Despite the recently released 147-page FSOC report, the vast 
majority of which is a rehash of basic economic information avail- 
able on any financial Web site, FSOC’s decision-making process re- 
mains a black box. Citizens whose livelihoods are directly affected 
by FSOC have little idea why FSOC makes the decisions it does. 

As a Congressman, I can be briefed on the most sensitive intel- 
ligence in the national security information, but I am not allowed 
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to even sit quietly and listen in on an FSOC meeting. And compa- 
nies that are designated by FSOC have only the vaguest notion of 
what aspects of their operation led FSOC to deem them system- 
ically important. Without that knowledge, of course, they could do 
nothing to reduce their own systemic risk. 

And more importantly, when Republican Members have asked 
questions of you and of FSOC in the past, the answers we receive 
have always been bland and evasive talking points designed simply 
to give us the impression of responsiveness without actually ever 
answering any of our questions, Mr. Secretary. 

In fact, this committee asked you specifically last month for all 
the documents and all the communications between you, your De- 
partment, and the Financial Stability Board (FSB), and I have ev- 
erything that you supplied us with right here in this box in re- 
sponse to your promise to supply us with all of those documents. 
We got absolutely nothing from you when you promised us that you 
would supply us with that information. 

Mr. Secretary, this stonewalling by you and this Department 
must stop. We have to get real answers from you and from Treas- 
ury, and I hope that today, the process begins. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Colorado, Mr. 
Perlmutter, for IV 2 minutes. 

Mr. Perlmutter. Thanks, Mr. Chairman. 

And, Mr. Secretary, it is good to see you here. I want to thank 
you, and I want to thank the Administration. Since the President 
took over, since Dodd-Frank was passed, the stock market is up 
10,000 points at about $1.3 billion per point. My math takes that 
to $13 trillion. Home prices are up, IRAs are up, and we put 10 
million people back to work, and I just want to thank you for that. 

We had kind of an age-old debate a few weeks ago. Mr. Scalia 
was here saying that Dodd-Frank and FSOC had too much discre- 
tion. We had members of the banking community saying there was 
too little discretion and too arbitrary lines of demarcation within 
the bill. 

I have two areas I would like you to talk about today: first, the 
living will, what you are doing on the major institutions to find out 
if they fall apart, how you are going to take them apart; and sec- 
ond, I want you to talk a little bit about the GSEs. 

I am one of those who thinks that with proper underwriting, the 
GSEs actually work very well, and the private market will come 
and go as they think they can make money in mortgages. And now, 
there isn’t a lot that has to be done with respect to the GSEs. 

So I would like you to talk about living wills and GSEs, and with 
that, I thank the chairman, and I yield back. 

Chairman Hensarling. The gentleman yields back the balance 
of his time. 

Today, we welcome the testimony of the Honorable Jacob J. Lew, 
Secretary of the U.S. Department of the Treasury. Secretary Lew 
has testified before our committee on a number of occasions, so I 
trust he needs no further introduction. Without objection. Secretary 
Lew’s written statement will be made a part of the record. 

Mr. Secretary, you are now recognized for your oral presentation. 
Thank you. 
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STATEMENT OF THE HONORABLE JACOB J. LEW, SECRETARY, 
U.S. DEPARTMENT OF THE TREASURY 

Secretary Lew. Thank you very much, Mr. Chairman. 

Chairman Hensarling, Ranking Member Waters, and members of 
the committee, thank you for the opportunity to testify today on 
the Financial Stability Oversight Council’s 2014 annual report. 

Nearly 4 years ago. President Obama signed into law the Dodd- 
Frank Wall Street Reform and Consumer Protection Act, creating 
the strongest safeguards for consumers and investors since the 
aftermath of the Great Depression. As everyone here recognizes, a 
stable, thriving financial sector is critical to our economic growth 
and prosperity, and that is why these historic safeguards were es- 
tablished. 

Today our financial system is more resilient, confidence in our 
markets is robust, and the agencies charged with protecting con- 
sumers and investors are in a strong position to respond to emerg- 
ing threats that could hurt our economy, damage Main Street busi- 
nesses, and destroy jobs. 

One of the lessons from the financial crisis was recognizing how 
important it is to detect and mitigate risks to financial stability. In 
the lead-up to the crisis, individual regulators focused on individual 
institutions, functions or markets. This siloed approach allowed 
risks to fall through the cracks. Congress changed that by creating 
the Financial Stability Oversight Council. Now regulators are obli- 
gated by statute to collectively monitor the stability of the entire 
U.S. financial system, to look over the horizon to identify potential 
risks, and to respond to threats that have been detected. In short, 
the Council’s work to detect possible risk is not only mandated by 
law; it is sound economic policy. 

That is why it both defies common sense and ignores recent his- 
tory that some have suggested curtailing the Council’s ability to 
analyze information regarding particular financial sectors, firms or 
activities. The Council cannot simply cordon off any sector or activ- 
ity that could pose a threat. That would be a dereliction of its re- 
sponsibilities and a complete disregard for the very purpose of the 
Council. 

Some have even gone so far as to suggest that the Council should 
be prohibited from simply asking questions about certain activities 
or companies that could threaten financial stability. We have to be 
allowed to ask questions. As everyone here knows, during the run- 
up to the financial crisis, regulators should have asked more ques- 
tions about institutions and activities, not fewer. 

To be clear, asking questions does not equal regulatory action. 
Sometimes questions result in a conclusion that the Council does 
not need to act; that it needs to examine the issue further, or that 
it needs to gather more information. The Council asks questions 
with an open mind and without a predetermined outcome. In that 
vein, the Council’s procedures are transparent. It has put in place 
a comprehensive delivery of approach to its evaluation of risks, and 
it solicits public input and carefully considers all points of view. 

In fact, the Council’s annual report exemplifies the Council’s 
commitment to transparency and collaboration. It reflects a collec- 
tive analysis and conclusions of Council members regarding the key 
risks to financial stability, and is an important example of how the 
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Council shares information about its work with Congress and the 
public. 

Each annual report also provides a road map for the Council’s 
agenda for the upcoming year, what areas it will focus on, what 
areas will likely require additional attention, and how the Council 
expects to address them. 

This year’s report focuses on nine areas that warrant continued 
attention and possibly further action from its members. These 
areas include wholesale funding markets, the housing finance sys- 
tem, cybersecurity threats, risk-taking by large financial institu- 
tions, and potential interest rate volatility. 

Before closing, let me point out that since the Council’s last an- 
nual report, we have reached a number of key milestones in finan- 
cial reform implementation. That means that homebuyers, retirees, 
and investors have better safeguards and protections. To that end, 
the Volcker Rule has been finalized, qualified mortgage standards 
have gone into effect, tough capital standards are now in place, 
over-the-counter derivatives are now moving onto electronic trading 
platforms and into centralized clearing, fines have been imposed on 
abusive actions related to manipulation of LIBOR and other finan- 
cial benchmarks, and the international community is making 
progress on increasing the stability of the global financial system. 

Mr. Chairman, I want to thank the members of the Council and 
all of the staff involved with the 2014 annual report for their tire- 
less work and commitment. As the Council fulfills its obligations to 
strengthen our financial system and limit risk to our economy, we 
will continue to work with the committee and with Congress to 
make real progress for all Americans. 

Thank you, and I look forward to answering your questions. 

[The prepared statement of Secretary Lew can be found on page 
62 of the appendix.] 

Chairman Hensarling. The Chair now recognizes himself for 5 
minutes for questions. 

Mr. Secretary, I would like to start off with a matter that I left 
off with during your last appearance, for which I did not receive 
an answer. It is not a “gotcha” question, and when I receive the 
answer, I will certainly be fair and give you a brief moment to give 
it some context. 

As you know, 11 months ago the G20’s FSB, of which Treasury 
is a preliminary member, designated 3 U.S. insurers as global 
SIFIs. Did Treasury support these designations, yes or no? 

Secretary Lew. Mr. Chairman, as I mentioned the last time I tes- 
tified, the FSB operates by consensus, and the U.S. participants in 
the FSB joined in the consensus at that time. 

Chairman Hensarling. Okay. So Treasury considered in the des- 
ignation, correct? 

Secretary Lew. We joined in the consensus. There was not a 
vote, but we were part of the consensus. 

But I need to really make the point quite clearly that action in 
the FSB and action in the FSOC are very different matters. The 
FSB is not a national authority. It doesn’t designate institutions in 
a way that has a legal effect. And the FSOC, when it makes its 
determination, does it on a parallel path. Now, it may ask and an- 
swer questions in a similar way, but it doesn’t necessarily. 
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Chairman Hensarling. Let me ask this question, Mr. Secretary: 
Can a financial institution pose, in your mind, a systemic risk to 
the global economy without representing a systemic risk to our do- 
mestic economy? 

Secretary Lew. Mr. Chairman, I think the question of designa- 
tion is a moment in time and based on analysis it had at that time. 
In the case of a designation of a specific institution, the process at 
FSOC goes through a very detailed process. 

Chairman Hensarling. I understand there may be two different 
processes. What I am simply asking is in Treasury’s opinion, if one 
is a potential systemic threat to the global economy, must they nec- 
essarily also present a systemic risk to the domestic economy? 

Secretary Lew. And the reason I am answering your question the 
way I am is that in making a determination at the FSB level, it 
is based on the information and the analysis you have at that 
point. What you go through during an FSOC determination process 
is a very detailed exchange of information ultimately with a com- 
pany— 

Chairman Hensarling. So you are simply telling me that two 
different processes may lead to two different answers? 

Secretary Lew. It could. 

Chairman Hensarling. So Treasury, then, you are telling me, 
could support a designation of the exact same firm as systemically 
risky to the global economy but not systemically risky to the do- 
mestic economy? 

Secretary Lew. The action taken in the FSB does not designate 
a company in the same way that FSOC does. So the only national 
authority that can designate a company for regulation is FSOC. 

Chairman Hensarling. Okay. Well, Mr. Secretary, my time is 
limited. Let me move on. 

I think you know that Bloomberg — different subject — reported 
that when the Chairman of the SEC told the FSOC that they want- 
ed to release the Office of Financial Research Asset Management 
study, which, as you well know, has been widely panned, 
Bloomberg reported that you personally called the SEC Chair “to 
express your displeasure.” Is that story accurate? 

Secretaiy Lew. I am not going to get into the details of private 
conversations that I may have had with other members of the 
FSOC, but— 

Chairman Hensarling. Okay. Let me ask the question this way: 
Did you favor or oppose releasing the study to the public? 

Secretary Lew. My view was that the OFR study was going to 
be released to the public, and the public was going to be com- 
menting on it. And the question of whether or not it would be re- 
leased in any kind of a formal way asking for comments by an 
agency other than OFR is a different question. 

Chairman Hensarling. Should the OFR — 

Secretary Lew. There was never a question that the OFR study 
would be published. 

Chairman Hensarling. Should the OFR’s work be immune from 
public comment? 

Secretary Lew. No. On the contrary, the OFR report was meant 
to be public, and it was meant to elicit a public debate, and that 
debate occurred. So I very much believe that it should have been 
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public, it was public, and the only question was should it be for- 
mally put out by one or another agency for comment in a formal 
way? 

Chairman Hensarling. Last year you said, “It is unacceptable to 
be in a place where ‘too-big-to-fail’ has not been ended. If we get 
to the end of this year and we cannot with an honest, straight face 
say that we have ended ‘too-big-to-fail,’ we are going to have to look 
at other options.” 

I think you may know that a few months ago your predecessor 
Secretary Geithner was asked if “too-big-to-fail” still exists. His an- 
swer, “Yes, of course it does.” 

Using your words, can you tell this committee today with an hon- 
est, straight face that we have ended “too-big-to-fail?” 

Secretary Lew. Mr. Chairman, we have made enormous progress. 
I am not sure we will know the answer to that question until we 
have the next financial crisis. That is the challenge that we all 
have in asking have we gone far enough. But I will say that there 
is more work under way to continue to look at the areas where we 
can have more protection, things like supplemental — 

Chairman Hensarling. We have heard from multiple witnesses 
that the Volcker Rule will significantly reduce liquidity in the cor- 
porate bond market. The Financial Times has reported that the 
Federal Reserve is very concerned about the potential of large-scale 
withdrawals from investors and managers of corporate fund bonds. 
They are concerned about the illiquidity of the corporate bond mar- 
ket. So it strikes me as somewhat ironic that the Volcker Rule, 
which has been touted by you and others as necessary to ensure 
financial stability, may now be a part of financial instability. 

This committee has requested information from Treasury and 
FSOC regarding the status of our corporate bond markets. We 
haven’t received anything as yet. So has the FSOC conducted an 
analysis of the systemic risk that can result from a lack of liquidity 
in the corporate bond market? 

Secretary Lew. Mr. Chairman, we obviously are just in the early 
months after the final publication of a Volcker Rule that is final. 
It hasn’t taken effect in the marketplace yet, so it is premature to 
judge what its impact on the market is. 

I think it is actually quite an accomplishment that five inde- 
pendent regulators published an identical rule on the same day 
providing clarity in an area that badly needed clarity so that there 
would not be uncertainty in the industry. I have actually received 
quite a lot of positive comment that that was the result. 

Chairman Hensarling. The time of the Chair has expired. 

The Chair now recognizes the ranking member for 5 minutes. 

Ms. Waters. Thank you very much. 

Some have criticized the FSOC’s designation process as being 
opaque. The GAO also made several recommendations to the FSOC 
to improve its transparency. Would you please describe how the 
FSOC has addressed these recommendations? Would you also de- 
scribe how the FSOC changed this transparency policy last month? 
Is the FSOC appropriately balancing the need for transparency 
against the need to protect sensitive market and supervisory infor- 
mation? 
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This is an issue I would like to get behind us and deal with it 
in ways that would allow FSOC to do its work. And so I am hoping 
that you have not only given considerable thought to this, but to 
help us to understand how we can better make sure that you can 
carry out your mission and not have those that you are regulating 
and giving oversight to believe that somehow you are trying to do 
all this in secret. And I don’t want to spend all of my time on this, 
because I really do want to get to nonbank market servicing. So 
would you please respond to the first part of the question? 

Secretary Lew. Congresswoman Waters, I think that the values 
of openness and transparency are very important to all of us. We 
have constructed a process in FSOC which I believe respects and 
reflects those values, and it gives an enormous opportunity for com- 
panies through the designation process to engage with FSOC with- 
out prematurely making public things that would not be appro- 
priate to be a public discussion. 

Much of the discussion in a designation process involves review- 
ing the internal information that is the kind of supervisory infor- 
mation with which regulators work. When we get to the final stage 
of the designation process, there is a back-and-forth that is quite 
voluminous with the company where the company is sharing pro- 
prietary information, information that gets to the essence of their 
business. 

So I think what we need to balance is a process that requires a 
certain amount of confidentiality with transparency. We just re- 
cently made some changes, and it is a young organization that is 
continuing to evolve where we are noticing in advance topics to be 
discussed. We are putting out minutes of meetings, notes for meet- 
ings afterwards, and we will continue to try to perfect the process. 
But I don’t think the answer is to say it should all be a completely 
open public discussion or the inquiry itself would be stymied. 

Ms. Waters. Mr. Secretary, I would like to ask you to make sure 
that the staff of FSOC gets what the staff of this committee, and 
I would hope that the chairman would agree, so that you could 
walk through whatever changes you have made — 

Secretary Lew. I would be happy to do that. 

Ms. Waters. — in order to have more transparency. We need to 
understand that, because as you know, with H.R. 4387, this bill 
would subject FSOC to the Sunshine Act, expand its membership 
and change voting protocols for Commission and Board members, 
and allow Members of Congress to attend and participate in FSOC 
closed-door meetings. 

Now, I think this is ridiculous, and I want to get off of that, and 
so if you will help us to understand more about what you have 
done, then hopefully we can engage with you about what we think 
about what you have done and maybe have some suggestions for 
you. 

With that, do you have a moment to talk about what you have 
done in taking a look at nonbank mortgage services? 

Secretary Lew. The question of mortgage servicers is a very im- 
portant one. As they have moved out of banks into more inde- 
pendent businesses, the challenge is how to maintain consumer 
protections and oversight, and how to make sure that very impor- 
tant backbone to our mortgage finance system functions well. 
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I think if you look at the actions taken by the CFPB, they have 
taken on the role of consumer protection oversight in a very impor- 
tant way, and I think that is an area we have to continue to look 
at, understand, and, if we need to take more action, discuss what 
that is. 

Obviously, the mortgage system requires that there are servicers 
who are reliable, who are there to handle the transactions between 
the borrower and the holder of the mortgage, and it is something 
that we cannot have be fragile. So it is something we are very 
much watching, and we think that the actions taken by the CFPB 
are very positive ones, and we will continue to review the situation. 

Ms. Waters. Mr. Secretary, let me just say, one of the things we 
discovered with the subprime meltdown was a lot of the problems 
were with the servicers: the loss of paper; the lack of under- 
standing what their jobs really were; the inability to make deter- 
minations about whether or not people had sufficient income to 
meet a proposed modification; and on and on and on. So this is a 
serious area that — 

Secretary Lew. It is a very important area. I totally agree. 

Ms. Waters. Thank you. And I yield back the balance of my 
time. 

Chairman Hensarling. The Chair now recognizes the gentleman 
from New Jersey, Mr. Garrett, chairman of our Capital Markets 
Subcommittee. 

Mr. Garrett. Mr. Secretary, as you know, the chairman, some 
other members of the panel, and I have asked for specific docu- 
ments from you, and we did so over a month ago, and you assured 
us that you would provide them. You formally responded only last 
Friday, and you did so with a nonresponse. The response contained 
none of the requested documents. 

Mr. Secretary, this committee has to subpoena those documents. 
Can you promise us here today that any emails that make up those 
documents or files that we have requested will not fall victim to 
any mysterious or unexplained hard drive crash? And are you 
doing anything now to protect those documents that we have re- 
quested and you promised that you would supply, but after a 
month you still have not done so? 

Secretary Lew. Congressman, as you noted, I did respond along 
with the Chairman of the SEC and the Chairman of the Federal 
Reserve Board to your inquiry. In that letter, we said our staff 
would work together to — 

Mr. Garrett. So will you protect those documents? Because you 
did not provide any of the documents that we requested. 

Secretary Lew. Yes. And as the letter indicates, our staff will 
work with your staff on — 

Mr. Garrett. Are you protecting those documents? 

Secretary Lew. We routinely protect our documents. 

Mr. Garrett. We know the routine over at the IRS. Is yours a 
better routine than they have? 

Secretary Lew. Congressman, we have — 

Mr. Garrett. Okay. That is a “no.” 

Secretary Lew. No, Congressman, that is not a “no.” 

Mr. Garrett. Mr. Chairman, I would suggest — 

Secretary Lew. We protect our documents. 
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Mr. Garrett. I would suggest that we consider issuing sub- 
poenas sooner rather than later, given how fast emails are dis- 
appearing within the Treasury Department. 

I have a question for you from home. This is a little bit off topic. 
But if the IRS is conducting an audit of a law-abiding taxpayer cit- 
izen — and I have gotten this a lot over the last several weeks — and 
the IRS asks for documents, and they do not come, and they say 
that they don’t have them anymore because their hard drive 
crashed, the IRS and your response to them would be, that is okay 
because that is the routine system? 

Secretary Lew. Congressman, as Commissioner Koskinen testi- 
fied last week, if that happens to a taxpayer, the practice is for the 
IRS to work with the taxpayer based on documents that are avail- 
able to proceed — 

Mr. Garrett. So I will take that as — and so we are going to be 
working with you, and that is why I suggested that we issue sub- 
poenas now because you have not supplied the information that 
you have promised to this committee. 

Mr. Chairman, I don’t have any confidence in this Administra- 
tion to be able to conduct a fair, impartial, and thorough investiga- 
tion into that matter, nor to supply the information this committee 
has requested repeatedly. And for that reason, I do believe that a 
special prosecutor should be appointed to find the truth as to what 
actually happened there, and for us to go forward as quickly as 
possible with regard to subpoenas. 

Now, to return to the matter at hand on FSOC and designations, 
the chairman asked you a very simple question with regard to con- 
sensus. I think most people watching understand what “consensus” 
means. It means that the parties at a table consent to something. 
That is the root word of consensus. So FSB in that process said 
there was a consensus on the matter, and his simple question was, 
did you consent? And you did not give an answer. Can you say 
whether, when they went around the table figuratively, did you 
consent? Did you say yes, no, or I really don’t know what to an- 
swer? 

Secretary Lew. Congressman, I answered the question. I said the 
U.S. Government representatives joined in the consensus. 

Mr. Garrett. So you said yes? 

Secretary Lew. I answered the question. 

Mr. Garrett. No. And so when you made that determination, 
the chairman also asked the question, is it possible for a company 
to be globally designated but not to be designated nationally by a 
SIFI? And the answer to that one is also yes? 

Secretary Lew. Yes. I said that they are parallel processes, and 
the FSOC, which is the national authority, would make its own de- 
termination based on the process conducted at FSOC. 

Mr. Garrett. So a company could be globally important but not 
here in the United States? How is that possible? 

Secretary Lew. The process of the FSB designation is one that 
is not binding on national authorities. Obviously, it is something — 

Mr. Garrett. Binding doesn’t matter . It is whether or not that 
company is actually systemically important on a global basis. 

Secretary Lew. That is the reason that the FSOC goes through 
a very detailed analysis. There is more information — 
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Mr. Garrett. Oh. So does that mean that the FSB process is not 
a detailed analysis? 

Secretary Lew. No, I am not saying it is not a detailed analysis, 
and I am not saying that the outcome would he different. I am just 
saying that there is a parallel national process that takes place 
and — 

Mr. Garrett. In a legal matter, when a judge has made a deci- 
sion in one case, they oftentimes have to recuse themselves when 
the same parties are involved in that or the same issues come up. 
Lawyers have to do that all the time. Will you recuse yourself from 
that deliberation process when these same companies come up for 
designation on the SIFI basis even though they are different proc- 
esses? 

Secretary Lew. Congressman, the responsibility that all of us at 
FSOC have is to review all of the information and make a decision 
based on the information presented in the FSOC process, which is 
what I will do. 

Mr. Garrett. So, the answer to that is “no.” 

Secretary Lew. I will do my job reviewing all the documents and 
all the analysis, and we will make a decision based on that. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Massachusetts, 
Mr. Capuano, ranking member of our Housing and Insurance Sub- 
committee. 

Mr. Capuano. Thank you, Mr. Chairman. 

Mr. Secretary, I am tempted to talk about the batting averages 
of the Red Sox, but I think I will wait for another day for that. 
That is my biggest concern right now, to be perfectly honest with 
you. 

I do want to talk about a couple of concerns. First of all, I want 
to thank you for the job you have done. I think you have done a 
great job. But like everything else, there are details that have to 
be worked out, and I have a lot of constituents who are concerned 
about questions that have not happened yet. I am very happy with 
what FSOC has done, but I have my concerns about some of the 
things they have not yet — the second shoe hasn’t dropped. 

I want to talk to you for a minute about the International Asso- 
ciation of Insurance Supervisors, of which you are participating, 
and I got a response from you to a letter we had written. I want 
to read a section of that and put the letter on record. We were talk- 
ing about the capital standards that are being developed by the 
lAIS and your letter stated that, “the capital standards being de- 
veloped by insurance experts will not have any legal effect in the 
United States unless they are implemented by U.S. regulators in 
accordance with U.S. law,” which, of course, is the answer that I 
wanted. I appreciate the answer, but I need to push it a little fur- 
ther. 

And I say that because I am not opposed to internationalization. 
It is going to happen. I just think that we shouldn’t put the cart 
before the horse. We haven’t cleaned up our own house fully yet. 
I am not ready to pass it all over to an international standard. I 
want to make sure that in the standards correctly, though, that by 
doing so — I want to make sure how I understand that in accord- 
ance with U.S. law, I want to make sure that this is not some back- 
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door way to allow some Section 4807 of some treaty with some 
country I have never heard of to overtake our capital standards 
and insurance, and say, we have a treaty that we signed 400 years 
ago, and we have to therefore give it up. That is — I presume that 
you are not looking for that back door. 

Secretary Lew. No. Congressman, I think it is worth taking a 
step back and talking about how important our involvement in 
these international bodies is. We could do an outstanding job in the 
United States putting a system in place that is safe and sound for 
all of our financial institutions, and we are still exposed to 
vulnerabilities if, around the world, the standard isn’t raised as 
well. So we simultaneously participate in international discussions, 
and in a case like this, our insurance experts are very much a part 
of shaping the international debate. 

Mr. Capuano. As I think you should be. I think you should be 
at the table, and I do think that you should participate, and I do 
think you should have a strong voice. I just don’t have faith at the 
moment. I may have it at some future time that the international 
standards are going to be any better than we can do for ourselves. 

Secretary Lew. And while our participation in the international 
process often leads to a result that reflects our judgment of what 
the outcome is, we retain, as do all national authorities, the right 
to make decisions. 

Mr. Capuano. Fair enough. 

Secretary Lew. In the case of insurance, it is the States that 
have a lot of the authority. 

Mr. Capuano. The other question, though, is, number one, I 
want things straightforward. I believe in FSOC, I believe in what 
you are doing, I do believe internationalization is coming, but I 
don’t want to find out the day after that, that somehow through the 
back door, we gave up our entire system of insurance regulation 
without knowing about it. If we do it, I think we need to do it con- 
scientiously. I don’t want to find out that some treaty did it, and 
I don’t want to find out that somehow because somebody from 
Lichtenstein had a better idea, that now they run our insurance in- 
dustry. And I don’t expect that is going to happen, but I need to 
put that on the record. 

Secretary Lew. That is not the way it works. 

Mr. Capuano. You also talk about transparency, that, as far as 
I am concerned — let me back up 1 second. I also want to go and 
find out that under Dodd-Frank, as I understand it, the Fed and 
others have oversight on insurance companies that are SIFIs, or 
they have savings and loans holding companies. Other insurance 
companies are not subject to Federal regulation, and I just want to 
make sure that there is not some back-door way to expand jurisdic- 
tion. Though I do believe that Federal optional charters will come 
someday, they are not here yet, and I just want to make sure we 
are not trying to do that in a back-door way. 

Secretary Lew. It is definitely not any kind of a back door into 
Federal regulation of all insurance, though there is a debate to be 
had, as you note, as to what is the right balance between State and 
Federal. But that has to be done directly, if it is done. 

Mr. Capuano. That is what I wanted to hear. 
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I also want to talk a little bit about transparency. You also agree 
that transparency is important, and up until now there has been 
some — there has been give and take; you get transparent, and then 
you don’t get transparent. And for me, one of the things when it 
comes to designating SIFIs is the SIFIs know what the measure- 
ments are, or the potential SIFIs know what the measurements 
are. 

My argument is, it is like a traffic cop. If a traffic cop is sitting 
on a highway, the truth is most of the time I want the blue lights 
to be flashing because I am not interested in catching sometody 
going 3 miles an hour over the speed limit, I am interested in keep- 
ing them at the speed limit, and the best way to do that is let them 
know that there is a cop on the highway. 

And the same thing here. I am not interested in catching some- 
one into a SIFI if they want to avoid it and can avoid it. And the 
only way that can happen is if FSOC and others tell them, here 
are the measurements we are going to have. If you choose not to 
participate in these measurements between now and 6 months 
from now, you can take action to avoid it. Why is that not possible? 

Chairman Hensarling. Brief answer, Mr. Secretary. 

Secretary Lew. I think that the standards that are used in FSOC 
actually are understood by the industry. We put out detailed rules 
early on in the process. When it gets to the point of actually engag- 
ing with a company, there is an enormous amount of give and take 
back and forth, which gives them the ability to make judgments as 
to how they want to organize their risk. 

Mr. Capuano. I think we have to follow up on that at a later 
time. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentlelady from West Virginia, 
Mrs. Capita, chairwoman of our Financial Institutions Sub- 
committee. 

Mrs. Capito. Thank you, Mr. Chairman. 

As I mentioned in my opening statement, I believe that the proc- 
ess for designating the financial institutions should be based on ac- 
tivities of the institution as opposed to just arbitrary cut-off points, 
for instance, the $50 billion level, and then we have another level, 
$10 billion for the consumer supervision. 

And what we are finding, I think, is — and this sort of pivots a 
little bit off of the previous questioner — if you have these arbitrary 
deadlines at $50 billion, you could have a financial institution that 
is maybe at $35 billion that is much riskier than, say, one that is 
at $100 billion because of their business platforms, their business — 
and the way they structured their business with less and fewer 
risks. 

So I guess what I would ask is — and Governor Tarullo talked 
about this about a month ago, mentioned — just kind of threw out 
$100 billion to raise it up, because folks who are falling in those 
thresholds are having difficulty. How do you feel about that, rather 
than have an arbitrary asset limitation, to maybe look at what the 
risk profiles and base those designations on that? I know that is 
a discussion. 

Secretary Lew. The threshold does not lead to designation auto- 
matically. There is only a designation if the analysis done suggests 
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that there is a risk that determines that it is systemically signifi- 
cant. And I think that the number of designations reflects the fact 
that we have seen the nonbank utilities designated, we have seen 
two insurance companies designated. It has not been a massive 
process. 

Mrs. Capito. I think in the case of the banks, if they reach the 
$50 billion threshold, it is a — 

Secretary Lew. I thought you were talking about the FSOC des- 
ignation, the thresholds. 

Mrs. Capito. I am talking about that in conjunction with, I 
guess, the other designations of significantly systemically impor- 
tant — 

Secretary Lew. Yes. As far as the banks, I think after the finan- 
cial crisis the burden certainly was on us to take a closer look at 
systemic risk in large institutions, and as we go through that proc- 
ess, as the regulators go through their more detailed reviews of 
both the financial conditions of those banks and their systemic 
risks, I think it is a discussion that we can continue to have. 

But I think for the time being, we have to look back and forward. 
We weren’t where we needed to be in 2005, 2006, 2007, and 2008. 
We need to make sure that we have visibility into any of the insti- 
tutions that could create that kind of systemic risk. And as far as 
the designations at FSOC go, the same standard, I think, applies. 
We are not looking to designate for the sake of designating. We are 
only looking to identify where are there areas of systemic risk that 
if we look back at the next financial crisis, we would say, why 
didn’t you catch that? 

Mrs. Capito. I think that in the case of Prudential, they would 
argue — this is a slightly different question — that if they were to 
fail, their business model would not drag down the entire financial 
system. What kind of metrics were used for that, and how does 
that — yes, what kind of metrics did you all use to make those de- 
terminations when the insurance expert on the FSOC had a deep 
question about that? 

Secretary Lew. There were detailed analyses done, and there 
was a hearing where Prudential came and exercised its right to ask 
for a hearing. 

And, I think that the kinds of questions that you ask when you 
are looking to make the determination like this don’t have to do 
with what happens if the company fails in good times; it has to do 
with what happens if there is a financial crisis and the company 
fails? What happens if it is a situation of great stress in the sys- 
tem? And that is not necessarily what regulators previously did, 
but when we saw what happened in 2007, 2008, at a time of great 
stress in the financial system, things do happen that don’t happen 
at other times, and that is the kind of inquiry that we went 
through. 

Mrs. Capito. Okay. I have asked you this, I think, every time 
you have come before us. Mr. Meeks and I have a bill out that 
would modernize and streamline the financial regulatory frame- 
work. We are hearing consistently, particularly from our commu- 
nity banks, but also others, that the piling on of the regulatory bur- 
den is really becoming a chiller in terms of being able to move for- 
ward with business. 
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And you mentioned that once every 10 years, there is an analysis 
of this. I think 10 years is too long a period, especially since we 
have gone into — a lot of these have gone into effect over the last 
4 years. So what efforts are you making in that? 

Secretary Lew. I have a certain amount of background in this, 
because when I was 0MB Director, I conducted a review of all of 
the Executive Branch agencies to do a lookback, and we asked the 
independent regulators to do a similar lookback. We didn’t have 
the authority to direct them to do that lookback. 

I think that at the moment with the 10-year review coming up, 
the regulators have indicated it is their intention to do that kind 
of lookback. I think that is a very important thing. 

Mrs. Capito. Thank you. 

Chairman Hensarling. The time of the gentlelady has expired. 

The Chair now recognizes the gentleman from Texas, Mr. Hino- 
josa, for 5 minutes. 

Mr. Hinojosa. Thank you, Mr. Chairman. 

And thank you. Secretary Lew, for your testimony today. 

Before the financial crisis that caused the Great Recession, the 
United States had many financial regulators, yet none took a com- 
prehensive look at the economy as a whole. We were caught off 
guard because no one was tasked with looking at the big picture. 
Congress created financial stability over in FSOC as a cornerstone 
of the Dodd-Frank Act. It serves a critical function to keep watch 
for emerging financial threats. 

So, Secretary Lew, prior to that passage of Dodd-Frank, what 
government agency, if any, was responsible for looking at the sys- 
temic risk in the U.S. financial system? 

Secretary Lew. Congressman, I think one of the things we 
learned is that there was no single agency that had responsibility 
for looking across the system and identifying issues of systemic 
risk. One of the reasons FSOC was created was to make sure that 
in the future, agencies collectively as a body chaired by the Treas- 
ury Secretary would be charged with that responsibility. 

I think it is critically important. I don’t think that it would be 
responsible for us to go back to a world where you don’t have that 
kind of ability to look across the different silos. And that is not to 
say that the regulators weren’t regulating the industries for which 
they had responsibility. They weren’t necessarily looking at the 
interconnections and the way that the entire systemic risk profile 
developed. 

That is exactly what FSOC does. It is why it was created. It is 
why we need to be able to ask questions. And it is also why we 
need to be able to ask questions when we don’t know what the an- 
swer is. It ought not to be that we have to have near certainty that 
there is a problem in order to ask a question. We have to be able 
to turn over a lot of stones and have the good judgment to only des- 
ignate if the analysis of the facts warrant it. 

Mr. Hinojosa. So last week the committee passed H.R. 4387, the 
FSOC Transparency and Accountability Act. This bill would subject 
the FSOC to the Sunshine Act, expand its membership, and change 
voting protocols for Commission and Board members, and it would 
allow Members of Congress to attend and participate in FSOC 
closed-door meetings. 
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In addition, this bill, H.R. 4881, would prevent the FSOC from 
any further actions related to the designation of a nonbank SIFI, 
including even talking about the possibility of the designation for 
1 year. By undermining FSOC, we undermine our ability to avoid 
a future crisis like we have just experienced. 

Mr. Secretary, how do you view the bills passed last week out of 
this committee, and what is your primary concern? 

Secretary Lew. Congressman, I think that transparency is impor- 
tant. We are trying to develop policies which make that very clear. 
I also think that there needs to be a space where financial regu- 
lators can have a conversation about confidential information that 
is a protected space. And the balance is an important one to strike. 

I think the notion of complying with as much of the Sunshine Act 
as possible is something that we have reflected. Much of the Sun- 
shine Act is reflected in the FSOC procedures. But because of the 
balance, it is not 100 percent, and I think it is the right balance 
for now, and we need to continue to work to strive for striking the 
proper balance. 

Mr. Hinojosa. I am with you. 

Secretary Lew. As far as the participation of Members of Con- 
gress, I would just point out that Executive Branch meetings hap- 
pen every day all day long, and it is not considered the norm nor 
appropriate for there to be congressional participation in Executive 
Branch meetings. I don’t think it would be appropriate here either. 

Mr. Hinojosa. In looking at your annual report, the FSOC delin- 
eates recommendations to improve the health of our financial mar- 
kets. Interest rates have been kept to a historic low in order to en- 
courage lending and spur economic growth. To offset the effect of 
low interest rates, the banks and credit unions have increased risk- 
seeking behavior such as extending the duration of assets and eas- 
ing lending standards. 

So let me ask you this question: How much does the risk of in- 
creased interest rate volatility concern you? 

Secretary Lew. I look at all of the different moving pieces in our 
financial system to keep track of them. Obviously, low interest 
rates do produce a certain tendency for there to be a kind of rush 
to yield. We have seen a narrowing of yield curves that suggests 
that. I don’t think that — if you balance the kind of where we have 
come in our economic recovery and the policies that have led there, 
I think that we are at a place where this is a question that the Fed 
and others have to look at. But I am not going to comment on mon- 
etary policy. 

Mr. Hinojosa. I yield back. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair recognizes the gentleman from Texas, Mr. Neuge- 
bauer, chairman of our Housing and Insurance Subcommittee. 

Mr. Neugebauer. Thank you, Mr. Chairman. 

In his dissent, Roy Woodall, who is the FSOC’s designated insur- 
ance expert, stated that the underlying analysis for the Prudential 
designation used scenarios which were “atypical to the funda- 
mental and seasoned understanding of the business of insurance, 
the insurance regulatory environment, and the State insurance 
company resolution and guaranteed fund systems.” 

Do you agree with Mr. Woodall’s statement? 
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Secretary Lew. Congressman, obviously the FSOC decision was 
one in which I participated. I thought the designation was appro- 
priate, and the risk analysis warranted it. 

Mr. Neugebauer. So you disagree with his statements? 

Secretary Lew. I am just going to comment on what informed my 
judgment in terms of the decision that we made. 

Mr. Neugebauer. So just for the record, Mr. Secretary, what is 
your background as far as experience in regulating insurance com- 
panies? 

Secretary Lew. I don’t pretend to have been an insurance regu- 
lator. I have worked on insurance policy as a policymaker from 
time to time. But, I think that the responsibility each of us has as 
FSOC members is to look at a very detailed analysis that is pre- 
pared by all of the staffs of the FSOC. It is quite voluminous and 
detailed. In the case of the Prudential designation, I participated 
in the hearing, and you make your judgment based on the record 
that is prepared. 

Mr. Neugebauer. So when you don’t have a background in that 
industry yourself, I guess one of the reasons that Congress decided 
to put these insurance people on the FSOC process was obviously 
a lot of the regulators that — for example, the Fed and the Treasury 
and others don’t really have much background or experience in reg- 
ulating insurance companies, do they? 

Secretary Lew. Look, Congressman — 

Mr. Neugebauer. Do they have a background or experience in 
doing that? 

Secretary Lew. For the most part, they have backgrounds in the 
field that they are in, whether it is banking or securities. 

But I think that if you look back at the financial crisis of 2006 
and 2007 and 2008, the insurance industry was very integrated 
into the financial system and was very much a part of the cause 
of a systemic collapse. So I think that the questions — 

Mr. Neugebauer. The insurance industry was — 

Secretary Lew. Parts of it, yes. 

Mr. Neugebauer. What part was that? 

Secretary Lew. AIG was part of it. 

Mr. Neugebauer. But that wasn’t the insurance aspect of their 
business, was it? 

Secretary Lew. The inquiry about systemic risk is one where you 
look at all of the activities of a firm, and you look at whether or 
not it has transmission channels, if there is a problem in that into 
other parts of the financial system. 

And I thought, and I continue to believe, that the analysis done 
was a very high-quality one, and it warranted the determination. 
And I will just point out that there was not an appeal of the judg- 
ment either. 

Mr. Neugebauer. One of the reasons for designating Prudential 
as a SIFI relates to FSOC’s asset liquidation analysis. Are you fa- 
miliar — 

Secretary Lew. Yes. 

Mr. Neugebauer. — which it assumes that simultaneous runs 
against its journal, and separate accounts by millions of life insur- 
ance policyholders and a significant number of annuity and other 
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contract holders for products with a cash surrender value, this as- 
sumes a scale for which there is no precedent. 

In other words, was there anything in Prudential that would in- 
dicate that they had ever experienced a catastrophic liquidation of 
policies or surrender of policies? 

Secretary Lew. The question is not whether something has hap- 
pened, hut whether there is a systemic risk in the future. And I 
think the scenarios that you look at tend to he scenarios that have 
not been experienced because your goal is to avoid having a finan- 
cial crisis that you could avoid. 

Mr. Neugebauer. The only problem with that, Mr. Secretary, is 
trying to forecast cataclysmic events. Really I don’t know that any- 
body has any expertise in doing that. And by trying to come up 
with these what-if — I could come up with a lot of what-if scenarios 
where you wouldn’t want to put your money in any financial insti- 
tution. 

But the problem is, when you start going down this road, you im- 
pact the business model and the customers who rely on a lot of 
these financial products for something that you are not sure is 
going to happen in the future, that has not happened in the past. 

And then when you ignore the expertise of people who have been 
put on FSOC to give you some guidance in that area, I think that 
is one of the reasons that you hear so many of us question the my- 
thology that is being used in this process. 

Secretary Lew. Congressman, I don’t disagree that the scenarios 
that you look at are not the likely scenarios, but that is not our 
task. Our task is to look at, in a crisis situation, is there a risk of 
financial stability being undermined. 

And we know what the recession of 2008, 2009 looked like. We 
know what the Great Depression looked like. There are scenarios 
that we have gone through in our history. And it is not just pulling 
scenarios out of the air; the question is, in a time of great stress, 
is there risk? And if there is risk, it doesn’t mean that you are 
changing the business model all that dramatically. It is a question 
of, is there greater oversight and greater scrutiny? 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Georgia, Mr. 
Scott, for 5 minutes. 

Mr. Scott. Thank you. 

Over here, Mr. Lew. Thank you, and welcome. I think you are 
doing a fantastic job. 

I want to first of all ask for a little help that you could give for 
me and my constituents in Georgia. You are familiar with the 
Hardest Hit Program? 

Secretary Lew. Yes. I am. 

Mr. Scott. And it is your program, thanks to the hard work of 
this committee. And I would deeply appreciate if you could assist 
us. 

We have an issue in which my State was about a year late in 
getting this money out to help the hardest hit. Subsequent to that 
we have unleashed or unloaded a number of veterans, who — it hap- 
pens to be one of the fastest-growing groups of the homeless, and 
that is because they are coming home, and their houses are being 
foreclosed on and mortgages. 
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So within the next couple of months, in August, we are putting 
a big event together down in Atlanta. In order to get moving on 
this, your predecessor, Mr. Tim Geithner, and the Assistant Treas- 
ury Secretary who started this was Mr. Tim Massad, who did excel- 
lent work, but unfortunately both of them have gone. 

So what we need is just a nice call down to the Georgia Depart- 
ment of Community Affairs, first thanking them for moving, but re- 
minding them that because of that 1-year delay, we only have 2, 
3 years left. By 2017, as you know, if we don’t get rid of that 
money, it is going. It would be a shame that we have veterans com- 
ing home, seeking employment. This is targeted just for them. So 
just a call down would be very helpful to the Department of Com- 
munity Affairs, asking if there is any assistance that Treasury can 
give them, because if it weren’t for Tim Geithner and Tim Massad 
coming down to that event to light a fire in Georgia, we would not 
be moving as we are. 

I don’t want a dime of that money coming back when we have 
soldiers coming home who are living under viaducts because they 
can’t get that kind of help. 

So I appreciate your doing this, and we will get the information 
to your offices of whom to call. 

Now I have another point. I want to get to the emerging threats 
to our financial stability on the international stage. You have just 
returned from an international visit and working on — in this issue 
with some of our other counterparts. Also, Treasury is the enforce- 
ment arm for the Iran sanctions. Six months is coming up. Can you 
give us in a nutshell where we stand relative to the impact of the 
standstill, where are we are on those sanctions, and what are the 
emerging threats internationally? 

Secretary Lew. Congressman, first, on the Hardest Hit Fund, I 
would welcome the information. Tim Bowler is running that office, 
and I will have him follow up as appropriate. 

Mr. Scott. Thank you. My staffer will get in touch. 

Secretary Lew. As far as the Iran sanctions go and the negotia- 
tions that are taking place, three points: first, the sanctions have 
been extremely effective. They have had a dramatic effect on Iran’s 
economy. They have actually crushed Iran’s economy and brought 
Iran to the negotiating table. 

Second, the joint plan of action was very limited relief. It was 
several billion dollars of relief, not enough to reverse the harm that 
the sanctions do to Iran’s economy. And, in fact, the ongoing impact 
of the oil restrictions in the sanctions does more damage than the 
relief granted. So the impact is building up, not reducing. 

Third, we have made it clear that we are going to — we are com- 
mitted to these negotiations, but not committed to a deal unless it 
is a good deal. No deal is better than a bad deal. We hope there 
is a good deal. 

We are in the final month. I think that it will be an important 
month that determines whether or not there is seriousness on 
Iran’s part to set aside its nuclear weapons program. 

Mr. Scott. So we are at that final month, which is the apex of 
my question. Where do we go from there? Do we go back to square 
one, or will we ask for an extension? 
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Secretary Lew. I am not going to prejudge what the end of the 
month is. There have heen no discussions to date of an extension. 
There is also not going to he pressure to take a bad deal because 
we are hitting a deadline. I think we will have to see where we are 
at the end of the month. 

What we have said is that if the talks break down, if Iran is not 
willing to make concessions, we will look for tougher sanctions, and 
we will take no option off the table to make sure Iran does not get 
nuclear weapons. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from North Carolina, 
Mr. McHenry, chairman of our Oversight and Investigations Sub- 
committee. 

Mr. McHenry. Secretary Lew, thank you for reappearing. 

We had a hearing about the OFR asset manager report. And 
former Assistant Secretary Michael Barr testified that the OFR 
“was not something I would hang my hat on.” 

Would you hang your hat on the asset manager report? 

Secretary Lew. I don’t hang my hat on reports. Congressman. 

Mr. McHenry. I guess — 

Secretary Lew. The report was one step in the process. It is not 
a decision by FSOC. It was something that FSOC asked for as one 
of the things to consider. 

We have done a lot of other work as well, an analysis within 
FSOC, and we had a public session, I believe the day before your 
hearing, where we had broad participation by the industry and by 
experts from academia, including Michael, who testified. 

I think that one of the important things to remember is FSOC 
has made no decision to designate asset managers. All FSOC has 
done is ask the question. I think it is really important to ask the 
question. The answer could be that there is no need to designate. 
The answer could be that there is some other course of action that 
is advised. And we will continue to pursue that. 

Mr. McHenry. And to that end. Chair White testified just a few 
weeks ago before this committee that the SEC has all the authority 
necessary; no new authority would be needed for the SEC to regu- 
late the asset management industry. 

Do you concur with that assessment? 

Secretary Lew. I think it depends on what the answer is in 
terms of what is the appropriate step to take. And I am not going 
to prejudge the outcome of an inquiry that is not completed. 

Mr. McHenry. Okay. Let me try that again. Do you believe the 
SEC has the authority to regulate the asset management industry? 

Secretary Lew. I believe the SEC does have authorities to regu- 
late the asset management industry. Whether it is the precise au- 
thority depends on what the mode of regulatory response, if any, 
would be. 

Mr. McHenry. Yes. Thank you for clarifying, and that is helpful 
and very forthcoming. 

And so, we have a number of other questions, obviously, but with 
the FSB, a number of us have questions about the process. And you 
have answered this to some degree, but we have — many of us have 
complaints about how nontransparent FSOC is, but FSB is even 
less so. 
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And so when the FSB designates G-SIFIs, and all those G-SIFIs 
within that category of an investment — investment companies are 
only U.S. -registered investment companies, it becomes problematic 
for us to see that — to judge whether or not the FSOC will take that 
same tack from the FSB. 

And so to that end, in order to help us better understand the pol- 
icymaking process, would you help us with better disclosure of 
what those discussions are like and what the discussions are at the 
FSB just going forward? I think that would be helpful in terms of 
transparency and in terms of making sure that we are asking ap- 
propriate questions, and you don’t have to answer the same ques- 
tions over and over again. 

Secretary Lew. Our staff does try to keep congressional — inter- 
ested congressional parties informed. We will continue to do that. 

Mr. McHenry. Currently, I would say it is not sufficient. And so, 
we try harder to do better when it comes to transparency with 
FSB. 

Secretary Lew. I try hard to do better at everything I do every 
day. 

Mr. McHenry. That is a fantastic commitment. So, no hats and 
try harder. 

All right. To that end, let me ask you another question, if we can 
get to this. We have passed a couple of major pieces of legislation 
through this committee and off of the House Floor that are bipar- 
tisan in nature. Some help credit unions, and others help commu- 
nity banks, basically lightening a bit of the overreach that the 
large bipartisan vote in Congress has shown. One is the swaps 
push-out bill that passed 292-122 on the House Floor, and the end 
user margin bill, which passed 411-12. So, there is a way for us 
to pass bipartisan legislation. 

Give us your view. What is your encouragement for Congress to 
undertake bipartisan regulatory changes? 

Secretary Lew. Look, in principle, I endorse bipartisan legisla- 
tion as a general matter. And — 

Mr. McHenry. But in a specific matter, would you help us with 
this process? 

Secretary Lew. On the question of Dodd-Frank amendments, 
frankly, there has been an issue for the last 4 years where the 
question is, do you just make technical fixes, or do you go back and 
make broader changes? That is an important question. We don’t 
think there should be a broad review of Dodd-Frank. 

There is also a question as to whether or not you give agencies 
a chance to implement things before you legislate again, putting an 
overlay to top of it. But I am happy to continue the conversation 
with you. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair wishes to announce to all Members that at approxi- 
mately 11:30, the Chair intends to call a 5-minute recess. 

The Chair now recognizes the gentleman from Missouri, Mr. 
Cleaver, for 5 minutes. 

Mr. Cleaver. Thank you, Mr. Chairman. 

Thank you, Mr. Secretary, for being here. And we will also accept 
your thanks for sending Mel Watt from this committee to the Over- 
sight Council. 
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Secretary Lew. We appreciate your sharing him. 

Mr. Cleaver. Yes. 

Mr. Secretary, I have two questions. Do you believe that as a re- 
sult of FSOC, we do have an authority that is accountable and re- 
sponsible for monitoring the financial stability of the U.S. economy? 
Do you believe that without FSOC, the dangers would be increas- 
ingly more ominous? 

Secretary Lew. Look, I believe we have a much higher level of 
visibility into the financial stability risks. We have relationships 
between regulators that are stronger and deeper than they ever 
were before, and we have the capacity, if we need to, for people to 
collaborate together in a much more effective way. 

I think all of that leaves us much stronger than before, and to 
give that up would put us back where we were in 2007 and 2008, 
when regulators worked in their silos, and it was very hard to 
break through to look at the broader financial stability. 

Mr. Cleaver. That is interesting, because I am wondering how 
comfortable the members of this committee should be that the ex- 
pectations that an American financial institution is still “too-big-to- 
fail.” These huge interconnected bank holding companies or the 
nonbank financial giants — how comfortable should we feel that the 
“too-big-to-fail” has been either dramatically reduced or eliminated? 

Secretary Lew. Congressman, I think we have made enormous 
progress. We have much more capital in our banks. We have reso- 
lution authorities that are now in place and are being exercised so 
that institutions, if they hit a failure, have a way to unwind with- 
out necessarily causing the kind of systemic risks that we saw in 
2007, 2008. We have living wills for the largest institutions that 
have very detailed plans of what they would do if they got into dis- 
tress. 

And I think if you look at the question that is often asked about 
the implicit subsidy for large banks, that is a reflection of the mar- 
ket’s belief that there is a willingness to step in, we are seeing that 
way lower, if not eliminated. It has been reduced by academics who 
study it. It has been reduced when the IMF looked at it. It has 
been reduced when rating agencies look at it. 

So I wish I could tell you with absolute certainty that “too-big- 
to-fail” was a thing of the past. What I can say is we have made 
enormous progress. We will continue to work at the kinds of sen- 
sible ongoing policies that will make our system even stronger. And 
the test, unfortunately, only comes when you have a financial cri- 
sis, which I hope we don’t experience. 

Mr. Cleaver. Yes. I was going there, that we won’t know for 
sure as we didn’t — I was on the committee when Secretary Paulson 
and others came in and told us essentially that if we didn’t do 
something before the Asian markets opened the following Monday, 
that the world could fall into a depression. 

I am assuming you are saying we can have a degree of greater 
comfort, but that comfort should be measured, because we don’t 
really know and won’t know unless we hit another — 

Secretary Lew. I would add. Congressman, that many of the au- 
thorities that existed at the time have been changed in Dodd- 
Frank, and we don’t have the tools that Secretary Paulson had at 
that time. 



26 


Mr. Cleaver. Of course, he didn’t have the tools. He made the 
tools up, by his own admission. 

Secretary Lew. There were changes made in Dodd-Frank that 
limit what both the Fed and Treasury do, so we have less ability 
to step in. And it would require — Dodd-Frank, as a matter of law, 
ended “too-big-to-fail.” So there is an obstacle, and that would be 
a change in the law to step in to exercise some of those authorities. 

Mr. Cleaver. Thank you. I yield back the balance of my time. 

Chairman Hensarling. The gentleman yields back the balance 
of his time. 

The Chair now recognizes the gentleman from Missouri, Mr. 
Luetkemeyer, for 5 minutes. 

Mr. Luetkemeyer. Thank you, Mr. Chairman. 

Secretary Lew, welcome. I have a quick question for you with re- 
gards to mortgage-servicing assets. FSOC seems to be intent on 
trying to implement new capital standards on these folks. And I 
guess my first question is, where is the problem? And what prob- 
lem are we trying to solve? Where is the risk? 

Secretary Lew. Congressman, could I just ask for clarification as 
to which capital standards you are referring to? 

Mr. Luetkemeyer. FSOC capital rules on mortgage-servicing as- 
sets. And what we are seeing is that the small banks, even large 
banks, are selling all their mortgage-servicing assets to nonbanks 
as a result of the capital rules that are being implemented. 

Secretary Lew. We are definitely seeing that there are higher 
capital standards for banks, in general for banks. And to the extent 
that banks choose to change their business plans and get out of one 
line of business or into another, that is obviously something that 
we need to keep an eye on. 

Mr. Luetkemeyer. I guess — let me back up here. The Basel III 
rule was the one that really is impacting this. And it is — again, it 
is something that is concerning me from the standpoint that we are 
allowing the foreign rules and regulations, which, to my knowledge, 
they don’t have mortgage-servicing asset activity in foreign coun- 
tries. So we are the only one that does this sort of activity, and yet 
we are allowing the Basel III rules, which were basically foreign 
rules, to impact our way of doing business here in this country. 

Where is the risk? What is the problem? And why are we allow- 
ing the entities from other countries to regulate a business that is 
basically American in nature? 

Secretary Lew. The capital standards that our regulators have 
put into place are actually in some ways tougher than Basel III. 
So it is not that Basel III put the capital requirements in place; our 
national authorities have to put our capital requirements in place. 

We have driven Basel III to a higher standard, because one of 
the things we worry about is that a risk that we face is that other 
countries don’t have the capital requirements that we have, and 
their banks are not going to be as sound as they need to be. 

Mr. Luetkemeyer. This is about mortgage-servicing assets. The 
servicer of these assets, where is the risk with the servicer, some- 
body who services loans? 

Secretary Lew. I think the question actually is a broader one in 
terms of — 
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Mr. Luetkemeyer. No, it is pretty specific. Where is the problem 
that entities that service loans need to have more capital? Where 
is the connectivity to our financial system that causes a greater 
risk, but they have to have more — 

Secretary Lew. Capital requirements are on all of a bank’s as- 
sets. So that, I think, is really the issue. But I am happy to follow 
up with you on the specific question of mortgage servicers. 

Mr. Luetkemeyer. It is interesting, because as we go through 
this process, I think with the previous question, one of the folks, 
I think, was talking — maybe Mr. McHenry — we are talking about 
some of the stress tests that banks are doing, and the big banks’ 
modeling is allowed to be different than it is from smaller banks. 
And yet when you — we allow them to design their own modeling, 
you come up with a completely different capital ratio as if you 
would use that same modeling for smaller banks. 

And so I think, again, you are using two sizes, two different sets 
of rules with regards to big guys versus little guys, and I have a 
real problem with that, and it continues to be rampant through all 
of the things that the Treasury does. There are two sets of rules. 

Secretary Lew. The regulators have gone to great lengths to try 
and reflect the special circumstances around small banks and com- 
munity banks. And it is not the banks that set the standards for 
stress tests, it is the regulators who conduct the stress tests. 

Mr. Luetkemeyer. Yes. But Mr. Secretary, you are allowing the 
banks to also determine their own models on how they determine 
their capital, and that is not right, because you have to have the 
same set of standards for everybody. You can’t have two sets of 
standards. And it goes back to — I just have a real problem with 
that particular — let me just go — I only have about 24 seconds left. 

I am just — ^your comment a while ago that insurance companies 
were a part of the cause of the collapse of 2007, 2008, which I 
wrote down here, it is stunning. Absolutely stunning. I defy you to 
give me an example of one insurance company that is truly — the 
insurance part of their business, was a cause of the collapse. Tell 
me, was it insurance policy, insurance rate, insurance lack of 
claims processing? Was that a cause of 2008, 2007? 

Secretary Lew. I used AIG as the example and — 

Mr. Luetkemeyer. Mr. Secretary, you know as well as I do that 
AIG — the financial portion of that company wasn’t the insurance 
position of that company, it was the financial portion of that com- 
pany that was the problem, the connectivity of that. 

I yield back. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentlelady from Wisconsin, Ms. 
Moore, for 5 minutes. 

Ms. Moore. Thank you so much, Mr. Chairman. 

And, Mr. Secretary, it is very nice to see you. Thank you for com- 
ing to speak with us today. 

I was looking through your testimony, and I couldn’t agree more 
that the formation of the FSOC was an important strategy toward 
having all of the senior regulators and principals look at the sys- 
tem across the spectrum to — because I was here, again, when Mr. 
Paulson came with this four-page bill, saying, give us $700 billion. 
I don’t want to go through that anymore. 
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But my question is what — I think a good process leads to good 
policy. So I guess I saw Mr. Roy Woodall, the FSOC insurance ex- 
pert, dissent from the decision to designate Prudential, and yet 
they were designated as a SIFI. And then we saw the SEC push 
back against FSOC on asset managers, an aspect of money market 
mutual fund reforms, and, of course, the SEC is the expert on these 
industries. 

So I guess I would like — do you think it would be helpful for us 
to have a sense of how you see the role of the primary regulators 
in these discussions? Is there any deference to them? Did they just 
dissent from the decision so that they could — so that they wouldn’t 
be on record as being against their industry? What are we to learn 
from the experts of the FSOC seemingly having less of a voice? 

Secretary Lew. Congresswoman, I actually think all the mem- 
bers of FSOC have a voice, they are listened to, but ultimately not 
everyone will agree on every issue. 

I think if you look at those issues separately, I have spoken at 
some length on the review of the insurance companies before the 
designations were made. I believe the record was a robust one, and 
it warranted the decision. Obviously, not every member of the 
Council agreed. But the decision stands, and the company has not 
appealed it through the courts, as it could have. And I actually 
think the process was one that reflected rigor and analytic quality, 
and I am both comfortable with it and concur with the judgment 
that was made. 

As far as the issues you raised with regard to the SEC, obviously 
FSOC spoke to the money market fund issue before I was Chair 
of FSOC. It is an issue that was, again, at the heart of the finan- 
cial crisis in 2008, and there was, I think, an urgency that was felt 
by FSOC to underscore that more action on that and on other 
issues that relate to the area of shadow banking was important. 

The SEC has the direct regulatory authority. They are working 
on a rule. I am very hopeful that they will complete a rule this 
summer. 

Ms. Moore. Mr. Lew, thank you so much. I don’t have much 
time, but I do think the SEC did push back on aspects of money 
market. That “breaking the buck” thing was resolved. 

Finally, I guess you have heard the complaint that prior to des- 
ignation, which is a big deal if you are designated as a SIFI, this 
is not an opportunity at all for the designee to present their case 
to the full board of principals of the FSOC, even to directly address 
the final information charges that are being presented to justify the 
decision. This seems to just a little bit contrary to what we 
know as due process. I just want to know what your response to 
that is. 

Secretary Lew. That is not correct. First, let me go back to the 
money market fund issue. I just want to remind everyone on this 
committee that there was a real problem in money market funds 
in the financial crisis, and the challenge to solve that crisis fell not 
on the SEC, but it fell to the Fed. So it was quite appropriate for 
FSOC to take a view, and, frankly, it is very appropriate for us to 
continue to take a view to make sure good action is taken. 

Ms. Moore. I only have a second. I do want you to answer that 
other question, Mr. Lew. 
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Secretary Lew. Remind me of the second question. 

Ms. Moore. It is the people don’t get a chance to present their 
case. 

Secretary Lew. Oh, yes. That is not correct. There is extensive 
back-and-forth between a company and the FSOC during the stage 
3 process. 

Ms. Moore. Stage 3. 

Secretary Lew. Yes, extensive. And there is no designation until 
till the end of that. At the end of the stage 3 process, they have 
a right to a hearing. And only one company has sought it, but we 
had a hearing. And then, they have judicial rights of appeal after 
that. So there is a robust due process. 

Ms. Moore. Stage 3. Okay. Thank you so much, Mr. Secretary. 

Chairman Hensarling. The time of the gentlelady has expired. 

The committee will now stand in recess for 5 minutes. 

[recess]. 

Chairman Hensarling. The committee will come to order. 

The Chair now recognizes the gentleman from Alabama, the 
chairman emeritus of the committee, Mr. Bachus, for 5 minutes. 

Mr. Bachus. Thank you. 

Secretary Lew, this whole the-dog-ate-my-homework defense that 
the IRS and Lois Lerner is using, I don’t — the American people are 
not buying it. But, more importantly, I think it calls into question 
the integrity of the process, and I think it is very disturbing to all 
of us. 

We have computer crashes in our office from time to time. I 
think every Member has had them. And you immediately call in 
the technology people, you make sure that the hard drive is pre- 
served, and you don’t lose emails. 

So I hope you will investigate this as Secretary of the agency and 
find out what happened. 

Secretary Lew. Congressman, I think we all know that hard 
drives do crash, and that is what happened here. In 2011, when 
the hard drive crashed, efforts were made to recover what could be 
recovered. And subsequent to that, after it became a matter of in- 
terest, extensive efforts were made to put back together what could 
be put back together. 

I believe that Commissioner Koskinen has testified to this. A re- 
port has been sent to Congress in great detail. 

Mr. Bachus. I am just saying the American people are still wait- 
ing on a good explanation. 

Let me ask you this: Orderly liquidation has always struck me 
as a convoluted and kind of highly subjective process that does lit- 
tle to end “too-big-to-fail,” and it gives an enormous amount of dis- 
cretionary power to regulators. And FSOC makes resolution advice 
or gives recommendations to the FDIC. 

The Judiciary Committee, with the Financial Services Com- 
mittee, is looking at possible changes, several possible changes, in 
the Bankruptcy Code. We believe that a properly constructed bank- 
ruptcy would be a better way to deal with the resolution of failing 
institutions. There are established precedents. 

Do you think that it is a worthwhile process for Congress to con- 
sider this approach? 
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Secretary Lew. Congressman, I think that orderly liquidation au- 
thority actually is an effective implementation of the law in Dodd- 
Frank. Obviously it is not the same as bankruptcy, but it is a proc- 
ess that has actually become one that the world is now looking at 
to see if a single point of interest system — 

Mr. Bachus. You don’t think the bankruptcy process — 

Secretary Lew. I would actually be interested in following up 
with you on what the changes in the Bankruptcy Code would be. 
What I was going to say is I don’t think that all wisdom was con- 
tained in the actions taken in the wake of the crisis. 

Mr. Bachus. We would like to work as partners on this as we 
go forward because I — 

Secretary Lew. And I don’t know that it is instead of the orderly 
liquidation authority. I would not take the orderly liquidation au- 
thority away, and I don’t know what proposals are, but I would be 
happy to look at them. 

Mr. Bachus. And I am not sure we do yet. 

Six months ago. Congress was told that there would be more co- 
ordination and guidance on the implementation of the Volcker 
Rule. Unfortunately, I have not heard of a lot of follow-through on 
this pledge. 

Would you review with us what is being done to provide financial 
services providers with guidance they need to comply with the 
many complexities of the Volcker Rule, and give us some assurance 
that implementation questions that were posed to the working 
group will be answered? I know 6 months later, only 6 of those 80 
questions have been answered. 

Secretary Lew. Congressman, I think the fact that an identical 
rule was issued on the same day by all the agencies actually was 
an important step to giving guidance. My fear was there would be 
differences that caused confusion, and I think it is very important 
there is one rule. So I actually think that is the foundation. 

It hasn’t actually gone into effect in terms of compliance yet. And 
the regulators are working amongst themselves as they go into the 
implementation stage to stay in close contact, because there is obvi- 
ously the risk that you end up with common law in each of the 
agencies going in different directions. That is not an area we have 
direct responsibility over at Treasury or at FSOC, but I think it is 
an important question, and it is one that I ask the regulators as 
well. 

Mr. Bachus. Right. They still need more guidance in complying 
with Volcker, and I appreciate your willingness to give that. Thank 
you. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Delaware, Mr. 
Carney, for 5 minutes. 

Mr. Carney. Thank you, Mr. Chairman. 

Thank you, Mr. Secretary, for coming in today. Thank you for all 
your good work. I have been reading through the FSOC annual re- 
port. There is lots of good information and data in there. 

One of the things that is discussed in the annual report is the 
repo market as an area of vulnerability for our financial system. 
And, in fact, in a hearing back in February before this committee. 
Governor Tarullo cited the repo market as the second greatest 
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threat to the stability of our financial system after adequate capital 
requirements. 

Do you share Governor Tarullo’s concern? And what steps can be 
taken to prevent adverse consequences in the repo market during 
stress markets? 

Secretary Lew. I think that the short-term funding issues are 
quite significant. That is why, whether you call them short-term 
funding or shadow banking, we are putting so much attention into 
them. 

The risk that one day you open for business, and you don’t either 
have the repo or the money market funding that you expected, we 
saw in the financial crisis, can cause an immediate collapse, and 
it is a collapse with an accelerant on it. 

I think if you look at the amount of funding that is in the repo 
market and the money market funds, it is considerably down from 
where it was at the time — 

Mr. Carney. So, less of a risk. But what can be done to prevent 
some of the adverse effects? 

Secretary Lew. I think on both those issues, on triparty repo and 
on money market funds, it is important that the regulators con- 
tinue to look at the issue and take action. So the Fed has a respon- 
sibility in the area of repo, and the SEC has a responsibility in the 
area of money market funds. I know that both are working on addi- 
tional steps that could be taken to further reduce the exposure. 
There is an efficient market there until there is not. 

Mr. Carney. Right. 

Secretary Lew. And the question isn’t what happens when it is 
working well; the question is what safeguards do you have that you 
won’t see in a moment where it collapses. That is why I think the 
Fed is looking at what actions it can take and why it is so impor- 
tant that the SEC finalizes the money markets rule, because I 
think they are really parallel kinds of risks. 

Mr. Carney. Moving on to GSE reform, there has been some dis- 
cussion about it. Unfortunately, my colleague, Mr. Perlmutter from 
Colorado, is not here. He and I have kind of a different perspective 
on it. 

Your report identifies it as an important issue, but it doesn’t say 
too much about the negative consequences of not doing reform. 

I have been working with Congressman Delaney and Congress- 
man Himes on a piece of legislation that would provide a govern- 
ment backstop with a more explicit guarantee. What is your view 
on the risk of not doing reform in the short term? 

Secretary Lew. Look, I believe that housing finance reform is 
really the unfinished business that didn’t get addressed in the im- 
mediate wake of the financial crisis. And we have seen only re- 
cently with the estimates of the exposure that taxpayers ultimately 
have to the GSEs that, were there to be another crisis, we still 
have the same system that we had before, which wasn’t very 
good — 

Mr. Carney. With greater exposure. 

Secretary Lew. Greater exposure. 

So I believe that housing finance reform is very important. I 
think there is a lot of progress that has been made in the Senate 
working towards a bipartisan approach on this. I think there has 
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to be a bipartisan solution. And the key to a solution is making 
sure that there is access to finance; making sure that there is a 
clearly delineated responsibility that is not a government responsi- 
bility in terms of losses, particularly first losses; and to the extent 
that there is any remaining government backstop, that it be ex- 
traordinary circumstances and well-defined. 

Mr. Carney. Right. 

Secretary Lew. I think that the process in the Senate didn’t 
make great progress on that. It is obviously not finished. And I 
would hope that a bill can get to conference so that it is an area 
in which we can see bipartisan legislation. 

Mr. Carney. I hope so, too. 

I don’t have much time left. But there has been a lot of discus- 
sion, and actually a couple of pieces of legislation introduced here 
in the House about differentiating among financial institutions, 
banks, based on different criteria than just size. In fact. Governor 
Tarullo mentioned a few weeks ago that maybe the SIFI designa- 
tion should be on firms that are $100 billion or greater. What are 
your thoughts on that? 

We have legislation here that Mr. Luetkemeyer and my colleague 
Ms. Sewell have introduced that would differentiate on qualitative 
measures. Do you have any views about — 

Secretary Lew. I think that it is hard to have a hard view that 
there is a size that makes you financially significant and creating 
the risk. The question is, does a combination of your size, your 
structure, your interconnection to the system, and it is something 
that requires our ongoing analysis. 

Mr. Carney. Thanks. Thanks very much. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Wisconsin, Mr. 
Duffy. 

Mr. Duefy. Thank you, Mr. Chairman. 

Welcome, Secretary Lew. It is nice to see you back at the com- 
mittee again. 

Just a couple of questions on emails: How does the Treasury 
back up their emails currently? 

Secretary Lew. The main Treasury, I believe, has an auto 
backup, but I would have to get back to you on the specific details. 

Mr. Duffy. So after all of the information about emails and 
backups and IRS and Treasury, Housing, you have no idea how 
your emails are backed up? 

Secretary Lew. I will just say that the main Treasury is much 
smaller than the IRS. It has a different volume. So it is a different 
kind of an email system. 

Mr. Duffy. How about with the White House? 

Secretary Lew. It is generally my assumption that everything is 
backed up. 

Mr. Duffy. Okay. How about the White House? How does the 
White House back up its email? 

Secretary Lew. I am not an IT professional. Congressman. 

Mr. Duffy. Neither am I, but I know as a former State pros- 
ecutor how the State of Wisconsin backs up our emails. I know how 
the House backs up our emails as a Congressman. You were the 
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Chief of Staff, and you are the — I am not an IT expert either. But 
you can’t tell me how they are backed up? 

Secretary Lew. When I was at 0MB, and when I was at the 
White House, there was auto backup, but there also were occasion- 
ally periods where machines broke. So it — 

Mr. Duffy. And in regard to machines breaking, when you were 
the Chief of Staff at the White House, did you have a hard drive 
cash? 

Secretary Lew. My personal hard drive? 

Mr. Duffy. Yes. 

Secretary Lew. Not that I recall. 

Mr. Duffy. Okay. When you were the Chief of Staff at the White 
House, did you have meetings or a meeting with any IRS employ- 
ees? 

Secretary Lew. I do not remember. It was quite awhile ago, and 
there has been a lot since then. I would have to go back and check. 

Mr. Duffy. So you haven’t pondered that question with all 
these — 

Secretary Lew. I did not — I certainly — 

Mr. Duffy. If I could ask the question, then you could respond, 
please. 

Secretary Lew. No, look, I am happy to go back. There were 
meetings that involved people from different agencies. We talked — 

Mr. IlUFFY. So the answer is, yes, you did meet with IRS employ- 
ees? 

Secretary Lew. The answer is, I don’t remember, but I would go 
back and check if I could. 

Mr. Duffy. Okay. I am sure you can’t recall. 

Secretary Lew. I never had a meeting on any IRS policy matter 
that I recall. The question you are asking — 

Mr. Duffy. I mean political matters. 

Secretary Lew. No, not on political matters either. I — 

Mr. Duffy. Did you have any email correspondence with anyone 
at the IRS? 

Secretary Lew. Not that I recall. 

Mr. Duffy. When did you first learn about Lois Lerner’s emails 
being lost, her hard drive crashing, those emails from 2010 and 
2011 going missing? When did you learn about that first? 

Secretary Lew. I only learned about it at roughly the same time 
the Congress did, when it was — 

Mr. Duffy. So you learned about it in the press? 

Secretary Lew. — when there — pardon? 

Mr. Duffy. You learned about it in the press? 

Secretary Lew. No, no. I learned about it right before the report 
was made to Congress. 

Mr. Duffy. So you were just given what, a day’s notice? On the 
12th of June, you learned about it? 

Secretary Lew. I don’t remember the day, but I believe — 

Mr. Duffy. A week before? 

Secretary Lew. No. I believe it was more like the day before. 

Mr. Duffy. Okay. So you are the Secretary of Treasury, the IRS 
is the biggest bureau in Treasury, and you only learned about this 
the day before we did. 
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But isn’t it true that Treasury was notified by the IRS that these 
failures existed, and they were notified in April? And then it was 
Treasury who notified the White House in April that the Lois 
Lerner emails were gone. But you only learned about this in mid- 
June. 

Secretary Lew. The timeline, as I understand it, is that the law- 
yers at IRS and Treasury discussed the matter. They were notified 
about it. 

Mr. Duffy. In April. 

Secretary Lew. In April. And — 

Mr. Duffy. And you didn’t know anything about this, right? 

Secretary Lew. And the guidance that was given at that time, I 
think appropriately — 

Mr. Duffy. You didn’t know anything about this. Is that your 
testimony? 

Secretary Lew. The guidance that was given, as I understand 
it — 

Mr. Duffy. So you didn’t know anything about the emails, all 
the news about it. And the lawyers knew, but Mr. Lew, the poor 
Secretary of the Treasury, had no clue what was going on in the 
agency. Is that fair to say? 

Secretary Lew. Congressman, I am happy to answer your ques- 
tion if you give me a moment. 

Mr. Duffy. If you would answer the question, I would appreciate 
it. 

Secretary Lew. You ask the questions; I can answer the ques- 
tions. 

Mr. Duffy. Well, you don’t answer the question. That is the 
problem. 

Secretary Lew. The lawyers at Treasury advised the lawyers at 
IRS, I believe correctly, to make sure they — 

Mr. Duffy. And did not advise you? 

Secretary Lew. Congressman, I am happy to answer the question 
if you give me — 

Mr. Duffy. You are not answering the question. 

I just — there is a level of frustration not just in this committee, 
not just throughout Congress, but with the American people. The 
arrogance that the Administration has shown, that the IRS has 
shown, that Treasury has shown with regard to this investigation 
is unbelievable. 

And why wouldn’t you be arrogant? You say, listen, we have the 
Presidency, we have the DOJ, we have the FBI. Why not be arro- 
gant? We have the press. No one is going to report us for this. We 
are not going to answer your questions, we are not going to be 
forthright, we are not going to be honest, because who is going to 
come after us? 

I have to tell you, this is a sad disservice to the American people 
the way this crisis has been handled. 

I yield back. 

Chairman Hensarling. The gentleman yields back. 

The Chair now — 

Secretary Lew. I would be glad to answer the question if I would 
be given an opportunity. 
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Chairman Hensarling. I suspect there will he Members on this 
side of the aisle who will be more than happy to accord you more 
time, Mr. Secretary. 

The Chair now recognizes the gentlelady from Alabama, Ms. Se- 
well, for 5 minutes. 

Ms. Sewell. Mr. Secretary, I will give you more time. You can 
use some of my time to answer his question, if you would like to, 
but I think that it is better served that we talk about the matter 
at hand, what you are here for — 

Secretary Lew. I agree. 

Ms. Sewell. — which is your annual report for FSOC. 

I would like to return back to the SIFI designation. In your testi- 
mony you highlight that designation is not the only alternative to 
address potential risk posed by firms and their activities. 

What are some of the other policy options FSOC could look at? 
And how does the FSOC weigh the pros and cons of the different 
regulatory mechanisms in your toolbox? 

Secretary Lew. Congresswoman, the initial inquiry is whether or 
not there is systemic risk, and if you don’t make the determination 
of that risk being there, then one option is to do nothing. So there 
is always the option not to designate. 

The question then becomes, what is the risk? Where is the risk? 
Is the risk in a firm? Is it in a product? Is it in a business line? 
And depending on the answer to the question, it could lead to dif- 
ferent actions. 

So I believe that there has been a kind of oversimplification of 
the process, which is if you ask the question, then the next step 
is designation. I actually don’t think that is the case. I think that 
there will be many instances where the right answer is that there 
is not a risk, or the right answer is that you don’t need to des- 
ignate the firm. Regulators have sufficient authority, and there will 
be some cases where it will be a product as opposed to a firm that 
is the issue. 

So I think we need to let the process run its course, and that 
means have full analysis, full awareness of the facts, and not be 
in a place where we are afraid to ask the question because the an- 
swer might be designation. I think that we have a responsibility, 
if we are going to have a system that prevents financial crises in 
the future, to ask those kinds of questions and not prejudge the an- 
swers. 

Ms. Sewell. I also wanted to know if the FSOC in its examina- 
tion of an industry or individual firm indicates that a particular ac- 
tivity or business practice may cause systemic risk, are companies 
given an opportunity to address those concerns? 

One result of additional notification throughout the designation 
process could be to encourage companies to reduce their own risk. 
And so, would the FSOC consider establishing a process by which 
a company would be given the opportunity to reduce its own risk 
profile before designation as a SIFI? 

Secretary Lew. It is not only a question of does the company 
have the ability to modify in some way its business structure be- 
fore, but FSOC looks on an annual basis to see whether or not the 
designation’s continuing is indicated and what the status is. So 
companies have the ability afterwards to make changes. 
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As far as the involvement with the company goes, it begins in the 
middle of the process, not at the beginning of the process, I think 
for good reasons. We have a lot of information that is available 
within both the public record and that regulators have, and that 
you don’t need to create a situation where by asking a question you 
trigger a public debate at the first instance of asking the question. 

If it is serious, there is a huge amount of back-and-forth between 
the company and the FSOC staff. 

Ms. Sewell. I would like to — my last question is really about cy- 
bersecurity. I sit on the House Permanent Select Committee on In- 
telligence. I think cybersecurity is one of the biggest threats to dis- 
ruption of the financial industry, along with the operational risks 
that it poses. 

I want to know what the FSOC thinks about cybersecurity and 
what its recommendations have been to its firms. 

Secretary Lew. Cybersecurity is something that I must say I, as 
Treasury Secretary, as Chair of FSOC, think about constantly. It 
is one of the kind of new frontiers of risk exposure. I believe that 
we have in the financial services sector made more progress than 
some of the other sectors of our economy, but there is still a lot of 
work to do. 

Ms. Sewell. Would you be open to information-sharing and re- 
ducing the liability so that companies can share? 

Secretary Lew. I think information-sharing is very important. 
There is a big difference between what we see and what companies 
see. The information needs to flow in both directions. 

I also think there is a big difference between what large compa- 
nies have the capacity to do and what smaller businesses have the 
capacity to do. And where they are working together either directly 
or through an intermediary, whether it is a utility or a contractor, 
makes a great deal of sense. 

We have sought legislation on cybersecurity. The President has 
issued an Executive Order that goes as far as he can with his exec- 
utive authority, but legislation in this area would be very impor- 
tant. I think the industry would be very pleased to see more ability 
to collaborate. 

Ms. Sewell. Thank you, sir. 

Chairman Hensarling. The time of the gentlelady has expired. 

The Chair now recognizes the gentleman from Virginia, Mr. 
Hurt, for 5 minutes. 

Mr. Hurt. Thank you, Mr. Chairman. 

And thank you, Mr. Secretary, for being here and presenting us 
the FSOC annual report. 

I do want to ask some questions about that, but I was curious, 
based on just a follow-up to Mr. Bachus’ questions about the IRS 
issue, it seemed to me your response was, well, in 2011, there was 
a hard drive crash, that is life, and that the IRS really has done 
everything it can to comply with congressional requests. 

Do you think that it is important for Congress to get answers to 
its questions? And is it important for Congress to be able to see 
those emails, whether we recover them from IRS or some other 
agency? Do you think that is important? 

Secretary Lew. Not only do I think it is important, I think that 
is what the IRS has been trying to do. And Commissioner Koskinen 
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has been working to assemble the emails to provide them for re- 
view, the Lerner emails. 

Mr. Hurt. But in your role as Secretary of the Treasury, and ul- 
timately the authority over the IRS, do you believe you have the 
authority to independently look at what the IRS is doing to make 
sure that this gets done? What have you done, and what are you 
going to do to make sure that we pull out all the stops to get these 
emails? 

Secretary Lew. I believe that they are working quite hard. The 
number of hours and man-years, person-years that have been put 
into this, the amount of money that has been spent is astronomical. 
They have made an enormous effort. Commissioner Koskinen has 
testified at length on it. Obviously, it is not a situation that anyone 
chose to have. There was a machine failure in 2011. But they have 
worked as hard as they could to reconstruct, and 70,000 emails, I 
believe, were turned over for review. 

Mr. Hurt. I understand. But obviously it is a very critical time 
period, and I guess what I would love to hear, as a Member of Con- 
gress who has constituents who are very worked up about this, is 
I would love to know that the Secretary of the Treasury is exer- 
cising everything within his power to make sure that the IRS is 
doing that. It does not sound like you have taken any direct role 
whatsoever, and that concerns me. 

Secretary Lew. No. When I became aware of this, what I was 
told was that the message had been sent from Treasury, I believe 
appropriately, find out everything you can, find whatever you can, 
and give a complete report when you have that. 

That report was completed, I concur with the advice that was 
given, and if there is any more that can be done, it should be done. 

Mr. Hurt. But you are the doer. It seems to me that is a pas- 
sive — 

Secretary Lew. What I can’t do is make a hard drive that broke 
not be broken. 

Mr. Hurt. I understand that — 

Secretary Lew. What they have gone and done is they have 
looked at all the recipients of emails to pull them out from the re- 
cipients’ email records. They are doing everything they can, and an 
enormous amount of information has been provided. 

Mr. Hurt. All right. Thank you. 

Let me just ask my — I only have 2 minutes left, but let me just 
ask you this question. I represent Virginia’s Fifth District, a rural 
district, with a lot of Main Street small businesses, family farms, 
and working Virginia families. Access to capital is very important, 
and community banks and credit unions play a huge role in reach- 
ing the people whom I represent. 

In the last 30 years, I am sure you know these figures, we have 
gone from seeing 18,000 community banks that held 40 percent of 
bank assets, 18,000 to now, today, fewer than 7,000 community 
banks, 18,000 to 7,000, and assets amounting to 40 percent to now 
down to 15 percent. 

And I guess my question is, as a part of the mission of the Finan- 
cial Stability Oversight Council, in your role as Chair, does that 
trend concern you, the idea that we are reducing the number of 
community banks and the assets that are held there? And does 
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that in and of itself present its own systemic risk when you have 
the consolidation of these assets in banks the way we have seen it 
the last 30 years? Does that concern you, and if it does, what do 
we do about it? What can you do about it? What is the FSOC doing 
about it? 

Secretary Lew. Congressman, as the different agencies with the 
responsibility for implementing Dodd-Frank have taken action, 
each and every one has made efforts to try and treat community 
banks in a way that reflects the importance that they play in our 
economy and the fact that they are different from large institu- 
tions. There is a lot of discussion about it, there is a lot of attention 
to it, and I believe the rules reflect that. 

We have a dynamic changing landscape in the financial services 
world. We have to keep an eye on what those changes are. I think 
the community banks play an important part in it, and we, as we 
have acted, have tried to reflect that. 

Mr. Hurt. But does that trend concern you? Where do we — I 
yield back my time. 

Mr. Hultgren [presiding]. The gentleman’s time has expired. 

Mr. Hurt. Thank you. 

Mr. Hultgren. The gentleman from Illinois, Mr. Foster, is recog- 
nized for 5 minutes. 

Mr. Foster. Thank you. 

I would like, if we could, to turn our attention first to the upcom- 
ing July 20th deadline for the talks with Iran, which, obviously, 
these can succeed, fail, or come to some intermediate result. What 
sort of contingency plans are you looking at for the financial part 
of the sanctions, which may have to be strengthened or weakened 
or held in place? 

And, second, what is the role you envision for Congress in the 
overseeing and concurring on any changes to the financial sanc- 
tions that may result as a result of these negotiations? 

Secretary Lew. Congressman, we have kept in place the architec- 
ture of our Iran sanctions even during the period of negotiations. 
The Joint Plan of Action had very narrowly defined, denominated, 
one-time relief, and the rest of the sanctions stay in effect. Since 
we began the negotiations under the Joint Plan of Action, we have 
taken over 60 enforcement actions on the underlying sanctions. So 
we don’t have to do anything to put it into place; it remains in 
place. 

The question really is, what happens if the talks fail? Do we then 
go for tougher sanctions? We have made it clear that if the talks 
fail, there would be, I believe, the need to take tougher action on 
sanctions. 

Mr. Foster. But my question is, do you have contingency plan- 
ning for the possibility of tougher sanctions, the possibility of effec- 
tively monitoring relaxed sanctions if there is a — 

Secretary Lew. In a world where there is an agreement, that is 
obviously a very different situation. And I am not going to prejudge 
what the sanction regime would be after that. We have multiple 
sanction regimes with Iran, and I can tell you that we will be vigi- 
lant about implementing all sanctions that remain in effect after 
an agreement. 
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If there is an agreement, obviously there will be some change, 
but we are not announcing in advance what that is. Frankly, we 
are not at the point yet where we are ready to say that we have 
seen a basis for making the decision to do that. We are going to 
have to see Iran making the kinds of concessions that it has to 
make, which means not having nuclear weapons. 

Mr. Foster. Okay. 

In your report, the section on data gaps and data quality, which 
were some of your systemic concerns, you mention that they are 
still unable to effectively monitor securities lending transactions 
and reinvestment of the cash collateral. 

So what is the nature of that situation? What action is needed? 
How worried should we be about that? 

Secretary Lew. Look, I think that there is both an increasing 
concentration of activity in certain places because we now, for ex- 
ample, in commodities have a registration, so it is transparent, 
what is happening. That puts more transactions in one place. 

We also have the challenge of communicating amongst systems 
which are different systems. 

The reason it was highlighted as a risk there is we do have more 
work to do on that. It is both a technical challenge, but it is also 
a question, ultimately, of the stability of the system. So I think 
that the observations in the report reflect the fact that we are 
going to keep working on it. 

Mr. Foster. Do you feel like you have all the legislative author- 
ity you need in that specific area, or is this something where Con- 
gress might have — it is my recollection that, during the crisis, 
something like 40 percent of AIG’s losses were from their securities 
lending business. 

Secretary Lew. Right. 

Mr. Foster. So this is not a trivial thing, despite what was said 
earlier in this hearing. And so — 

Secretary Lew. We obviously have a lot more tools now. We have 
a whole set of rules, particularly in the derivatives area, that 
weren’t there before. So we have made a lot of progress. 

I actually don’t know the answer to the question of whether we 
have all the authority we need, and I would like to follow up as 
we learn more. 

Mr. Foster. Okay. 

I will do everyone a favor and yield back early. 

Secretary Lew. I’m sorry? 

Mr. Foster. I yield back. 

Mr. Hultgren. The gentleman from Illinois yields back the bal- 
ance of his time. 

The gentleman from North Carolina, Mr. Pittenger, is recognized 
for 5 minutes. 

Mr. Pittenger. Thank you, Mr. Chairman. 

Secretary Lew, thank you so much for being here today. I am al- 
ways impressed by your presentations. You are a very eloquent 
man, even when we don’t hear what we would like to hear. 

You have an amazing pedigree: Harvard undergrad; Georgetown 
University; you worked for Speaker of the House Tip O’Neill; for 
Bill Clinton, been in the White House. You are one of the most 
powerful people in the world today. 
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My background is a little bit different. I grew up in central 
Texas. I went to the University of Texas, a fine university. I can’t 
tell you I was one of the better students; I was not. My daddy told 
me, he said, “Son, if you want to be smart, you need to hang 
around a lot of smart people.” 

I built a real estate investment company, and one thing I did was 
hire a lot of smart people. We have half a dozen attorney groups 
who work with us around the country. I am no longer part of this 
company. We hired securities attorneys, we hired real estate attor- 
neys. We hired market analysis people. I hired an economist that 
we kept for 25 years. 

Their good work and counsel kept us out of a lot of trouble. I can 
say that after 25 years and a couple thousand investors and maybe 
60 or 70 partnerships, we never had a failed one. That is by the 
grace of God, but really a lot of good, smart people telling this little 
boy from central Texas what he ought to be doing. 

Today, we are looking at the operations of FSOC and what it is 
doing and its designations, and that is important to a lot of people. 
It is going to affect a lot of companies in the impact of this country. 
A lot of families will be affected. 

Yet, when I read some of the input from some of the individuals 
who would be associated with FSOC and aware of it, I find that 
they take a different position than the position that you have. 

I look at Doug Elliott with the Brookings Institution, which you 
have been a part of yourself, who says that heightened prudential 
standards would cause broad economic harm because the insurers 
of one of the largest providers of long-term investment funds, and 
limiting the ability of insurers to make long-term investments 
would be unfortunate, since many commenters have pointed out 
that they need to increase the supply of such funds, especially with 
regard to massive investments in U.S. infrastructure that are need- 
ed in the years ahead. 

We look at Roy Woodall, an FSOC member, appointed by the 
President. His comment was that he felt that the FSOC’s analysis 
relied on scenarios antithetical to a fundamental and seasoned un- 
derstanding of the business of insurance and the insurance regu- 
latory environment. 

Barney Frank, a former chairman of this committee, stated that 
it was not his intent that asset managers be designated for height- 
ened prudential standards or supervision by the Federal Reserve 
Board because they do not pose a systemic risk. 

Mr. Lew, my point is that many of us believe that these designa- 
tions undermine the market discipline, they allow some companies 
to be favored, to believe that they are protected from further losses. 
Some of us see that there are structural flaws at FSOC that allow 
this to continue. 

I think the thing that is troubling to me is that you are a bright 
guy, you are nobody’s fool, you didn’t get to where you are by just 
slothing through, but you have some capable people who under- 
stand the business, like the folks who understand my business, 
that you don’t appear to be listening to. And I would hate to think 
that, years ahead, you will look back and say, maybe I should have 
listened to those people a bit more. 
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And the concern that I have and frankly, a lot of my constituents 
have, is that the folks in Washington think they have superior 
knowledge, they are smarter than everybody else, they have it all 
figured out. And I would just commend to you that there is safety 
in good counsel, wise people who understand the business, like Mr. 
Woodall. He understands this business. 

So that is really my comment, and we have 30 seconds left, and 
you are welcome to say whatever you like. 

Secretary Lew. Congressman, first, I appreciate the kind per- 
sonal remarks. 

The process we go through in FSOC is, one, is a level of great 
detail and great rigor. And all the members of the Council have 
views that are worthy of being heard and considered. There isn’t 
always a unanimous view. I believe the record that was built justi- 
fied the action taken in the cases where designations were made, 
but I don’t believe it always will. 

And I just would point out that, particularly in the asset man- 
agement area, no decision to designate has been made yet, so it is 
premature to know the outcome there. 

Mr. Hultgren. The gentleman’s time has expired. 

Mr. PiTTENGER. Thank you. 

Mr. Hultgren. The gentleman from Michigan, Mr. Kildee, is rec- 
ognized for 5 minutes. 

Mr. Kildee. Thank you. 

And welcome, Mr. Secretary. It is always good to have you here. 

Secretary Lew. It is always a pleasure to be here. 

Mr. Kildee. I just want to say how much I appreciate your par- 
ticipation, your candor, but also your demeanor in this hearing. 
And I concur with Mr. Pittenger’s commentary — while I might not 
agree with his conclusions, I concur with his commentary and ap- 
plaud his demeanor, as well. I wish that were more the norm. But 
your patience and politeness is noted, at least by some of us here. 

I do agree that you don’t necessarily get smarter when you come 
to Washington. I also have concluded that there is a certain 
amount of evidence that the trend is in the other direction. But I 
will say to you, I appreciate — and I am not speaking of you; I am 
talking about some of us on the other side of the dais — I appreciate 
your politeness. 

I want to talk to you quickly about two things. One has to do 
with the Department of Treasury’s TARP program. As you are 
aware, TARP includes a program called the Hardest Hit Fund. Mr. 
Scott mentioned it. It is intended to assist those communities and 
homeowners in communities that have been most negatively af- 
fected by the financial crisis. 

Some communities have had a much more difficult time coming 
out of that crisis, largely because many of the communities that 
were hit by the crisis had already been hit by a long-term crisis 
in housing — depressed values, abandonment, et cetera. 

So last fall, myself and my staff worked with your team at Treas- 
ury; it was specifically Former Assistant Secretary Tim Massad. 
And we were able to secure $100 million to be reallocated from the 
particular uses that Hardest Hit allowed to demolition. 

What I would like you to consider, and you will be getting a let- 
ter from me later this week on this, is whether there has been any 
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consideration or discussion within Treasury to extend the use, the 
available uses, eligible uses, of Hardest Hit that could be used for 
demolition beyond just residential properties but to look at specific 
commercial properties and residential communities that have nega- 
tive externalities and are depressing the value of property. 

I say that because before I came to Congress, I was involved in 
doing a lot of work and research and activity in this area, and we 
were able to conduct a number of studies that measured the impact 
of demolition on surrounding property values. 

In Flint, Michigan, my hometown, for example, we took a few 
million dollars, and were able to demolish several hundred homes, 
and saw surrounding property values have a positive impact. In 
fact, just several million dollars unlocked the value of local prop- 
erties to the tune of about $112 million. Changing that value equa- 
tion obviously is one of the factors that mitigates future abandon- 
ment resulting in foreclosure. 

Is that something that you might consider at Treasury? 

Secretary Lew. Congressman, the decision on using the Hardest 
Hit Fund for housing demolition was one of the first issues that I 
made a decision on when I became Secretary. And I — 

Mr. Kildee. You made a good decision. I appreciate that. 

Secretary Lew. — ^believe the analysis was very solid, that if your 
goal is to keep houses from going underwater or get them from 
being underwater to being above water, having abandoned prop- 
erties on the block was something that had a material impact. And 
since the purpose of those funds is to help homeowners get out 
from underwater, the relationship was quite direct. 

I haven’t looked at the question of commercial property. I would 
be happy to look at it. But it would have to meet a test that is per- 
missible under the TARP program. 

And I will just add, I had the pleasure of being in Michigan the 
day that the demolition began — 

Mr. Kildee. Right. 

Secretary Lew. — in the Marygrove neighborhood in Detroit. 

Mr. Kildee. Right. 

Secretary Lew. And you go block to block in that neighborhood, 
and you see where abandoned houses have been allowed to sit for 
a year and where they have been demolished. It has everything to 
do with the stopping the decline and helping the rebirth of a neigh- 
borhood. I think we made the right decision, and I was very 
pleased to be able to join the mayor there. 

Mr. Kildee. I very much appreciate it. It is definitely a direction 
that makes sense. The application of the funds to commercial prop- 
erties within neighborhoods, I think, will have as dramatic, if not 
a more dramatic effect. So I will be communicating with you on 
that in the coming weeks. 

And rather than ask a question, I just want to reiterate, on a 
completely different subject, my support for the work that Treasury 
continues to do in implementing sanctions regarding Iran. As you 
may be aware, I have a constituent who continues to be held in an 
Iranian prison; his name is Amir Hekmati. And it has certainly 
made a difference. The sanctions are what have brought the Ira- 
nian Government to the negotiating table. I can’t prejudge what 
will happen in the P5 h- 1 or with July 20th soon approaching, but 
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we know we wouldn’t be in a position to even have the possibility 
of an agreement without those sanctions. I appreciate your work on 
that. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Pennsylvania, Mr. 
Rothfus, for 5 minutes. 

Mr. Rothfus. Thank you, Mr. Chairman. 

Thank you, Mr. Secretary. Good afternoon, now that we have 
passed the noon hour. 

Just a few days after you testified before this committee in May, 
Douglas Holtz-Eakin, the former Director of the Congressional 
Budget Office, released a study in which he estimated that if the 
FSOC designates asset managers as SIFIs, investors could see 
their returns reduced by as much as 25 percent over the long term. 
As he puts it, designating asset managers could cost each investor 
more than $100,000. 

And while the OFR’s asset management study considers far- 
fetched in the remote hypothetical situations, it never considers the 
costs that will be imposed on investors and on the economy if the 
FSOC designates asset managers, nor does it consider whether the 
benefits of designation outweigh those costs. 

Shouldn’t the FSOC’s SIFI designation process consider the costs 
of designation as well as its benefits? 

Secretary Lew. Congressman, I just want to underscore that no 
decision has been made on whether to designate the asset man- 
agers or not. So the OFR study was one piece of analysis as part 
of a process. 

Mr. Rothfus. And should they consider costs of designation? 

Secretary Lew. The designation process is one that is aimed at 
determining whether or not there is systemic risk. It is not a — 

Mr. Rothfus. So there is no consideration for the costs that will 
be imposed? 

Secretary Lew. The statute creates a standard that we use, 
which is whether or not there is that level of risk that warrants 
a decision. 

Obviously, as regulators, if they take responsibility for an area, 
they then weigh different approaches in terms of how to regulate, 
and then it is a different issue. But the statute does not actually 
create a cost-benefit standard. 

I can’t speak to the analysis that you are describing. Obviously, 
I am aware of it, I have seen it. But it makes assumptions about 
actions that have not been taken yet, so I think it is premature for 
anyone to draw a conclusion — 

Mr. Rothfus. If you could take a look at the OFR’s, the Office 
of Financial Research’s September 2013 report, OFR argues that 
mutual funds with a floating net asset value are risky because they 
could create a run on redemptions during a time of stress. Then, 
when I look back to FSOC’s attempts to subvert the SEC’s jurisdic- 
tion over money market funds in 2012, FSOC proposed a floating 
NAV for money market funds. 

These two examples seem to be contradictory. Doesn’t this just 
reinforce the reason why regulating this industry should be left to 
the SEC, who has the needed familiarity and expertise? 
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Secretary Lew. The SEC, as I mentioned earlier, is in the process 
of considering a rulemaking with regard to money market funds, 
and I certainly hope that they reach a conclusion that provides the 
kind of oversight of the — 

Mr. Rothfus. Should that he within the discretion of the SEC 
and not the FSOC? 

Secretary Lew. The FSOC reached a conclusion, with the SEC 
being very much a part of the process, that this was an important 
area to address. The FSOC made recommendations; now the SEC 
has a rulemaking. 

And I will also add that, in the process of going through the 
asset manager review, the SEC is fully a part of that process. They 
review drafts of the OFR study. They are part of the decision that 
FSOC will make, because the Chair is a voting member of FSOC 
and the staff work on all the preparation to it. So — 

Mr. Rothfus. I would like to ask a question getting back to “too- 
big-to-fail” and whether it has been ended. 

The President and this Administration have a sad history of 
overselling its policy objectives and initiatives. They oversold an 
$800 billion stimulus saying that it wouldn’t cause — or, if you 
passed it, unemployment wouldn’t go above 8 percent. They over- 
sold the Affordable Care Act with the famous, “If you like your 
healthcare plan, you can keep it.” They shockingly oversold, I 
would say misled, about the impact of a video in Benghazi. They 
oversold the ability to reset relations with Russia. They oversold 
the record-retrieval capacity of the IRS with the email scandal. 
They oversold their ability to manage the VA. They oversold the 
demise of A1 Qaeda. 

Now, as recently as July 2013, you stated, as a matter of law, 
that Dodd-Frank ended the notion that any firm is “too-big-to-fail.” 
And you also said, if a financial firm fails, the taxpayer will not 
bear the cost of that failure. 

Now, Secretary Geithner — or, today, you seemed to backtrack on 
that. When the chairman asked you if “too-big-to-fail” has been 
ended, you testified, “We won’t know until the next crisis.” But that 
is not how Dodd-Frank was sold to the American people. 

Secretary Geithner now says that, of course, the “too-big-to-fail” 
still exists. 

Would you agree that the Administration oversold the promises 
of Dodd-Frank? 

Secretary Lew. Mr. Chairman, can I have a few seconds to an- 
swer? 

Chairman Hensarling. A brief answer, Mr. Secretary. 

Secretary Lew. Congressman, I had tried to address that issue 
at some length earlier, but I believe we have taken enormous steps 
to make our financial system more safe and more sound and to 
make it so that, if a bank fails, a financial institution fails, they 
will bear that risk themselves. That is what the capital is going to 
help do; that is what the resolution rules will help do. 

What I said in the response to the earlier question is a matter 
of fact. The true proof comes at the time of the next financial crisis. 
I believe we have taken very dramatic steps and made very dra- 
matic progress. 

Chairman Hensarling. The time of the gentleman has expired. 
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The Chair now recognizes the gentleman from Washington, Mr. 
Heck. 

Mr. Heck. Thank you, Mr. Chairman. 

Mr. Secretary, thank you so much for your presence here today. 

As you know, in 2012, when the Congress reauthorized the ex- 
tension of the Export-Import Bank, the Secretary of Treasury in 
your department was directed to enter and pursue negotiations 
with other major exporting companies, with an objective of sub- 
stantially reducing and then — and with the goal of eliminating the 
role of export credit authority subsidies of goods sold. 

I am curious as to whether or not, as a result of that process or 
any of your other conversations with finance leaders from other 
countries, has there ever been an indication to you of a willingness 
on the part of those other countries to “substantially reduce” their 
export credit authority. 

Secretary Lew. Congressman, there actually is a working group 
on export credit subsidies that met at Treasury 2 weeks ago, and 
there were 15 countries represented at that. 

The issue has come up in my conversations from time to time 
with other finance ministers, and I have made the same point to 
them that we have made in public, which is that there has to be 
a level playing field. It cannot be a question of the United States 
unilaterally withdrawing from these kinds of programs while other 
countries stay in, because that would put our firms at a disadvan- 
tage. 

So I think the working group is a good thing, and a level playing 
field is the goal. 

Mr. Heck. Have any of those countries indicated a willingness to 
do away with their export credit authorities? 

Secretary Lew. I am not sure they have gone that far yet, but 
that is obviously one endpoint that would leave a very level playing 
field. But it can’t be that the United States steps back while every- 
body else is subsidizing their exports. 

Mr. Heck. As you are aware, China is, as we sit and speak, de- 
veloping a commercial aircraft for sale, the C919. It is my impres- 
sion that it is being substantially subsidized by China in its devel- 
opment. Would that be your impression, as well? 

Secretary Lew. I do understand that there is a Chinese aircraft 
industry, and I don’t know the exact structure of it, but they do 
have many state-sponsored enterprises. 

Mr. Heck. And they also have a state-sponsored enterprise to de- 
velop small aircraft, which are being sold with the assistance of 
China’s export credit authority already. 

What would your opinion, then, Mr. Secretary, be as to whether 
or not China, in absolute dollars and as a percentage of GDP, about 
the largest export credit authority on the face of the planet, what 
is your opinion about whether or not the Chinese export credit au- 
thority would engage in financing of the sale of their C919s once 
they are developed? 

I realize that no memo has been issued by them, but you are a 
worldly guy with a strong, firm grasp of how the economy works. 
Would you fully expect China to provide export credit authority for 
the sale of their commercial aircraft? 
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Secretary Lew. I think we have seen in the commercial aircraft 
industry worldwide that there is a willingness of governments to 
provide export support. I have no reason to believe that China 
would choose not to do that. I don’t know of the specific intention. 

I do think that it is a case where we either all have to agree to 
not do it or the United States has to maintain the Export-Import 
Bank kinds of support so that our industries can compete on a fair 
basis with other manufacturers who have access to export support 
programs. There is not a place for the middle ground where we 
withdraw and others don’t. 

Mr. Heck. I don’t want to put words in your mouth, to be sure, 
so let me do a little reflective listening. Here is what I think I 
heard you say: If our future is that Airbus is provided export credit 
authority for purchases of financing sales and the Chinese-made, at 
some point in the future, C919 aircraft is provided with Chinese 
export credit authority financing assistance and airplanes made in 
the United States of America are not provided with export credit 
authority financing, that would put us at a material disadvantage 
to compete in the global market. 

Secretary Lew. Yes, I think that is correct. 

And I also think that our Administration’s support of the Export- 
Import Bank has been clear. We think it is an important aspect of 
how not just our aircraft industry but many large and small U.S. 
firms can play on a level playing field in a world where other ex- 
porters have access to credits. We can discuss a world where there 
were no such credits, but in a world where others engage in that, 
we can’t unilaterally disarm. 

Mr. Heck. Thank you. Fair enough. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from New Mexico, Mr. 
Pearce, for 5 minutes. 

Mr. Pearce. Thank you, Mr. Chairman. 

And thank you, Mr. Secretary, for being here today. 

Mr. Secretary, you had written in your comments on page 2 that 
we learned from the 2008 financial crisis that regulators should 
have asked more, not fewer, questions about the institutions and 
the activities they oversaw. 

So why do you think that we weren’t asking enough questions 
going into this 2008 time period? 

Secretary Lew. I can’t go back and tell you exactly why different 
institutions and individuals behaved the way they did, but I think 
we saw the results, that there was a financial crisis — 

Mr. Pearce. No, I am — 

Secretary Lew. — that took everyone by surprise. 

Mr. Pearce. I think it wasn’t the institutions themselves. It is 
that regulators should have asked more. Why were the regulators 
not asking more questions? 

Secretary Lew. There was no regulator that had broad responsi- 
bility for looking across the financial horizon and asking about fi- 
nancial stability. Regulators each had their siloed areas of regu- 
latory authority. And in their areas, they asked questions the way 
they had in the past. 

Mr. Pearce. There hadn’t been anything in the past that had 
caused people to say, hey, we need to start asking more questions. 
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we ought to work back and forth across these silos? Nothing had 
come up about that? 

Secretary Lew. In retrospect, there were people saying that there 
were questions about that which needed to be asked, but the sys- 
tem didn’t respond. And — 

Mr. Pearce. When you say the system didn’t respond, what does 
that mean? 

Secretary Lew. I think that in the 1990s, there was the debate 
about derivatives, and in the early 2000s, there was a run-up in 
the housing market and development of highly leveraged — 

Mr. Pearce. What system was not responding? 

Secretary Lew. Depending on the issue, it was different regu- 
lators. You had relatively lax regulation in some of the banking 
regulators. You had — 

Mr. Pearce. Was anyone calling attention to that? 

Secretary Lew. Was anyone calling attention to it? 

Mr. Pearce. Yes, sure. Anyone in your field of interest, your 
sphere of interest. 

Secretary Lew. I was not in Washington at the time, so I don’t 
want to pretend to have been participating. But the build-up in 
mortgage credit on riskier and riskier terms was viewed as a nar- 
row housing issue, not a systemic issue. 

Mr. Pearce. But nothing in your experience gave you cause 
where you would elevate the concerns? 

Secretary Lew. It was not my set of responsibilities at the time, 
but — 

Mr. Pearce. If I would take a look back at 1994 to 1997, you 
were Deputy Director of 0MB, and in 1998, you were made the Di- 
rector. And when I take a look at the Web page for 0MB, it says 
that it is oversight of agency performance, oversight of all agency 
performance, measures quality of agency programs, policies, and 
procedures. 

Now, it was exactly during that period that long-term capital did 
almost exactly the same thing. They almost collapsed the world 
economy, according to the leading articles of the day. And, under 
your watch, you had the ability to see that this extremely dan- 
gerous thing was occurring in the markets. 

And what they were doing was ramping up their asset — or they 
were taking their asset value down as low as 3 percent. That is ex- 
actly what Bear Stearns did 10 years later, down to 3 percent. And 
it was one of the original partners at Long-Term Capital who was 
the head of Bear Stearns. 

So, we had 10 years to assess. And the system knew exactly 
what was going on. You were the one in charge of the 0MB; you 
were the one in charge at the White House. And yet, you make the 
statement here that regulators should have asked more, not fewer, 
questions. You were the one who should have been saying to the 
regulators, ‘Your system is not working.” This is a very dangerous 
thing that went on. 

And, yet, now and today, we are sitting here, and on page 3 you 
say, “As the distance in time since the financial crisis grows, we 
must not forget the financial and emotional pain endured by mil- 
lions of American families who lost their homes or retirement sav- 
ings or jobs.” 
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It would be nice if that same perspective had been kicked out 
after the Long-Term Capital failure, saying, let’s not let this hap- 
pen again, but instead, 10 years later, the same thing happens 
again. And I find your statements to be surprising. 

I yield back, Mr. Chairman. 

Secretary Lew. Congressman, if I could just respond briefly. 

Mr. Pearce. If I have time, sure. 

Secretary Lew. First of all, when I was at 0MB, the Office of 
Budget and Management has relatively limited insight into inde- 
pendent regulatory agencies, their rules, and the actions they 
make. They are independent regulators. 

One of the reasons FSOC was created was to have a place where 
there was an ability to look across all of the independent regulators 
and work together. I think FSOC actually is an important solution 
to that problem. 

Mr. Pearce. Again, the warning sign was there. We almost col- 
lapsed the world economy. You were the guy in charge of checking 
the economy. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from California, Mr. 
Sherman, for 5 minutes. 

Mr. Sherman. Thank you. 

Mr. Secretary, the last 2 or 3 times you have come here, I have 
focused your attention on the worldwide unitary system of taxation. 
Last time you were here, you said that your Assistant Secretary for 
Tax Policy had reviewed that and was anxious to talk to me about 
it. He hasn’t reviewed it. 

I would hope that you would commit now that your Department 
would devote some serious high-level time to reviewing what would 
be a system that would increase our tax revenues by over $1 tril- 
lion over 10 years and is the system that has been used by the 50 
States to deal with multi-jurisdictional income taxes long before 
globalization occurred and multi-jurisdictional income tax meant 
international rather than multi-State. 

Can I get a commitment that you and your Department are going 
to look at the — 

Secretary Lew. Congressman, he has reviewed it. If he hasn’t 
been in touch with you, I will make sure he gets in — 

Mr. Sherman. Oh, no, he was in touch. He basically — we talked 
for a few minutes, but he had not looked at the issue. 

Secretary Lew. My understanding is that there are people in his 
office who have looked at it. I will make sure they contact you. 

Mr. Sherman. They are streamed on other things. 

I have read Ayn Rand. Ex-Im Bank is not mentioned in any of 
her books. I dream of a world in which all competition is fair and 
as uninfluenced by government as possible. 

Do you think you could be successful in getting Germany and 
France and Japan to eliminate their analogs to the Ex-Im Bank if 
we would just eliminate ours first? 

Secretary Lew. I don’t know the answer to that question. Obvi- 
ously, the engagement that is under way is aimed at trying to an- 
swer that question. 

What I do believe is that it would be wrong for us to unilaterally 
withdraw from the Export-Import Bank while other countries are 
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providing export subsidies, putting our manufacturers and export- 
ers at a disadvantage. There needs to be a level playing field. 

Mr. Sherman. It is strange, because I am on the Foreign Affairs 
Committee, where sometimes Members of our party are accused of 
being in favor of unilateral disarmament, and then I come here and 
it is folks on the other side in favor of — or at least some, in favor 
of unilateral disarmament. 

Secretary Lew. And I don’t disagree with the notion that it 
would be a good thing if there were no export subsidies. The two 
positions are not inconsistent. 

Mr. Sherman. Right. But if we eliminated the Ex-Im Bank, 
wouldn’t our foreign trading partners have absolutely no incentive 
to eliminate theirs? 

Secretary Lew. I think if we did it on a unilateral basis, yes. If 
it was part of a negotiation, that would obviously be very different. 

Mr. Sherman. Right. That would be like doing missile control 
with the Soviet Union by eliminating all our missiles and then 
going to the missile control — 

Secretary Lew. I am not sure I would want to compare the 
stakes, but I understand the analogy. 

Mr. Sherman. Okay. 

You have to define SIFIs. The tendency is to define SIFIs based 
on the size of their assets. I want to urge you instead to look at 
the size of their liabilities. 

What causes a SIFI to bring down the entire economy is that 
people were expecting that they would meet their obligations and 
they are unable to do so. For example, if you had a company with 
a great name but modest assets that went out and incurred a tril- 
lion dollars of contingent liabilities by writing a bunch of credit de- 
fault swaps, that entity would be a SIFI, assuming defaulting on 
a trillion dollars of credit default swaps would bring down the econ- 
omy — maybe the number would be bigger — regardless of the size of 
its assets. As a matter of fact, the smaller its assets, the worse sit- 
uation we are in, if they are engaging in more than a trillion dol- 
lars of credit default swaps. 

With that in mind, as to mutual funds, they don’t have liabilities, 
except if they are leveraged, except for one thing, and that is they 
have the contingent liability that if the custodian function is not 
handled correctly and you open the safe and there is nothing there, 
then they have a liability. 

So I would hope that when you are dealing with an unleveraged 
mutual fund with extremely strong custodian functions that you 
would not be designating that as a SIFI. 

I don’t know if you have a comment? 

Secretary Lew. As I have said a number of times this morning 
and afternoon, we have not made a decision yet, but we definitely 
understand that there are different kinds of assets in asset man- 
agement funds, custodial funds. I understand the important dif- 
ference between leveraged and unleveraged funds. 

We will complete this process and reach a determination as to 
whether or not there is a basis for designation. But asking the 
question does not mean we decided to designate. 

Mr. Sherman. Okay. 
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And, likewise, insurance companies seem to be well-regulated. It 
is when you let the unregulated portion of AIG write credit default 
swaps that you have a SIFI problem. 

I yield back. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Illinois, Mr. 
Hultgren, for 5 minutes. 

Mr. Hultgren. Thank you, Mr. Chairman. 

And thank you. Secretary Lew, for being here. 

I want to follow up on how we can work together in a bipartisan 
and constructive manner, as Subcommittee Chairman McHenry 
had questioned a few minutes ago. 

As he noted, we have passed a couple dozen bills by super-ma- 
jorities out of this committee, including many by voice vote, and 
many of those have passed the House, as well, that made sensible 
reforms to Dodd-Frank. 

Notably, even former Fed Chairman Ben Bernanke, in his last 
appearance here, when asked where Congress should focus and 
where the Fed would be interested in engaging, he stressed a cou- 
ple of different things: first, he stressed swaps push-out, which cre- 
ates more systemic risk and impacts end-users’ ability to hedge; 
second, he mentioned end-user margin, which Congress never in- 
tended and where regulators need clarity; and third, he said regu- 
latory relief for banks, especially smaller financial institutions. 

I wonder, does the Administration intend to support any of these 
sensible reforms? And does Treasury have a list of bipartisan re- 
forms that we can work on? 

Secretary Lew. Congressman, as we have indicated, we think 
that many of these issues are premature, that regulators are deal- 
ing with these issues and that the need for legislation is not yet 
clear. 

And as I mentioned in my response to an earlier question, the 
idea of going in and amending Dodd-Frank, if it is a question of 
truly technical fixes that don’t open other issues, obviously is dif- 
ferent than if it is part of an effort to take a broader look at Dodd- 
Frank. 

We have not thought that the legislation was appropriate up 
until now. That continues to be our view. But we look forward to 
working with you going forward. 

Mr. Hultgren. I would say, please hurry. People are suffering 
under these things. Again, as Chairman Bernanke recognized, 
these do have an impact. And further delay is absolutely impacting 
the economy and many of these institutions that are just trying to 
get answers and trying to figure out how to work. 

And, again, when these are done in a super-majority way, to me, 
it would seem like it would draw light to the Administration and 
to the Treasury that this is important, that this isn’t just some- 
thing that we are tinkering with or pushing on, but instead this 
is what we are hearing from people who are trying to respond in 
a very difficult climate already. And I would say delay and confu- 
sion is making it worse. 

Let me move over a little bit to oversight function of FSOC. I be- 
lieve oversight is extremely important, that this committee has to 
be engaged in this because of the design of FSOC, which really 
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makes it much more opaque and unaccountable than other regu- 
latory agencies. 

Certainly, this includes broad statutory discretion that the FSOC 
has to designate certain companies as SIFIs. We have talked about 
that a lot today. That is why I am a cosponsor of Chairman Gar- 
rett’s bill, the FSOC Transparency and Accountability Act, which 
would implement commonsense reform measures to the FSOC that 
would improve the SIFI designation process. 

One example of FSOC’s inadequate structure is how it con- 
stitutes who a voting member is. I wanted to ask you some ques- 
tions on this. The FSOC is dominated by the heads of bank regu- 
latory agencies: the Chairman of the Federal Reserve; the Comp- 
troller of the Currency; the Chairman of the National Credit Union 
Administration; and the Chairman of the Federal Deposit Insur- 
ance Corporation. Not surprisingly, these regulators have a 
bankcentric view of the world. 

Secretary Lew, I wondered, can you explain to the committee 
why it is that the expertise and judgment of bank and credit union 
regulators should be substituted for that of the SEC in the case of 
asset managers, or State insurance regulators in the case of insur- 
ance companies, when determining how these firms should be regu- 
lated? Are these persons really qualified to vote on whether to des- 
ignate nonbank financial institutions as SIFIs? 

Secretary Lew. I think the statute was set up quite correctly to 
require all of the members of FSOC to look across our financial sys- 
tem and look at risks that cut across the responsibilities of dif- 
ferent regulators and that might not be visible if you looked at it 
just in one channel. 

The view of each member of FSOC is important. And I think that 
the nature of the debates, the discussions within FSOC are very 
collegial and very respectful. And if you look before FSOC existed, 
there were barely relationships between many of the regulators. 
So, we have come a long way in terms of closing a gap that was 
part of what contributed to the financial crisis. 

Mr. Hultgren. I think the problem is so much of it is 
bankcentric-focused and not seeing that there are very different 
risks out there, depending on the group that we are talking to. 

And let me, in the last few seconds that I have, shift over to ask 
about the possibility that certain mutual funds could be designated 
as SIFIs. 

Mutual funds use little or no leverage. In fact, the 14 largest 
U.S. funds had an average leverage ratio of 1.04 to 1, compared to 
U.S. commercial banks, which had an average ratio of 9 to 1. 

Does the fact that mutual funds are not leveraged make it impos- 
sible for them to fail in the same way that banks do? 

Secretary Lew. Look, we are in the process now of looking at the 
asset management industry and the products of the industry, and 
the answer to your question will come at the end of our inquiry, 
not now. 

Mr. Hultgren. My time has expired, and I yield back. But I do 
want to say, this has an impact on industry, and the sooner, the 
better. This is taking a long time. 

Thank you. I yield back. 

Chairman Hensarling. The time of the gentleman has expired. 
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The Chair now recognizes the gentleman from Nevada, Mr. 
Horsford, for 5 minutes. 

Mr. Horsford. Thank you, Mr. Chairman, and Ranking Member 
Waters. 

Mr. Secretary, thank you for being here today. 

I want to ask a question about the effect of the housing crisis on 
the majority of U.S. homeowners who are still struggling to re- 
cover. 

I am from Nevada. Unfortunately, our State is still the third 
highest in the country for foreclosures, with 1 in 717 housing units 
currently in or pending foreclosure filing, and some 34 percent of 
Nevada homes are still seriously underwater, the highest in the 
Nation. 

As part of the Administration’s response to the housing crisis, 
the Treasury, under TARP, established two central programs, the 
Making Home Affordable and the Hardest Hit Fund. And I noticed 
your media advisory yesterday about an announcement that you 
will be making this Thursday at the Making Home Affordable An- 
niversary Summit on new housing initiatives. It is my under- 
standing that you plan to announce additional policies to assist 
struggling homeowners, provide more affordable housing options 
for renters, as well as expand access to credit for borrowers. 

Can you provide any further details about these initiatives or the 
announcements that you plan to make on Thursday? 

Secretary Lew. Congressman, we have been looking hard at all 
aspects of the authorities we have and that regulatory agencies 
have that affect access to credit and relief that might be available 
to homeowners. 

I would refer back to the announcements made by the FHA and 
the FHFA to deal with this issue of put-back risk that is closing 
down the credit box so that people who are fully creditworthy are 
not getting access to mortgages. I think that is going to make a big 
difference. 

We need to finalize the risk retention rules so we eliminate any 
remaining uncertainty as to what the final rules are. 

And we are constantly looking, in the Making Home Affordable 
program, at what can we do with authorities we have to, based on 
the current situation in the market, provide appropriate relief to 
homeowners. And I hope to be able to make some more comments 
about that on Thursday. 

Mr. Horsford. Wonderful. I am eager to hear about the Treas- 
ury’s efforts in this regard, particularly for struggling homeowners, 
as you said, like those in my home State of Nevada. 

And I would like to ask if I can meet with you and members of 
your staff following your announcement on Thursday so that I can 
make sure that these initiatives are helping the people who need 
the relief the most at this time. 

Secretary Lew. I am happy to have our staff follow up with 
yours. 

Mr. Horsford. Thank you very much. 

Mr. Secretary, as well, are there any other areas that you see, 
particularly around the housing area, where this committee should 
be working with you and other leaders to help provide the relief 
that homeowners are seeking? 
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Secretary Lew. Congressman, that is obviously a very important 
question. If we look at the recovery to date, we are doing pretty 
well in most areas, most sectors of the economy. The place that has 
not been recovering where it should is construction and housing. 

Some of that is a question of market conditions. We had a finan- 
cial crisis with a huge overhang of inventory and credit-stressed in- 
stitutions and investors and borrowers. I think, as we now get to 
the point of a more healthy economy, we have to make sure that 
creditworthy people have access to credit and that we don’t have 
the pendulum go to the point where it is blocking out of the market 
people who are not a risk. 

It is certainly not that we need to return to the days of before 
the crisis when we had low-doc, no-doc loans, people who got into 
mortgages they couldn’t afford. But if you have somebody with a 
FICO score of 740 who can’t get a mortgage, then the system has 
overcorrected. And the put-back decisions, the announcements on 
put-back risk, should have an effect on that. I have talked to CEOs 
of banks who think it will have a material effect. 

As we go through the process of seeing what the effect of what 
we have done administratively is, I would look forward to con- 
tinuing the conversation as to whether there are other actions, 
other tools that we don’t have the authority to do on our own. 

Mr. Horsford. One other area, in my concluding time, that I 
would like to have a conversation about is the review of the criteria 
that credit reporting agencies use in which to measure consumers. 
That is an area that I think needs review. This committee has not 
had a hearing on that in well over a year. And we are in a different 
landscape and setting today than we were pre-2008. 

Secretary Lew. I think that is correct. And I think it is also the 
case that there are many people for whom the credit rating agen- 
cies miss the test of their true creditworthiness because they are 
paying their utility bills and other things on a regular basis. 

Mr. Horsford. Thank you. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Florida, Mr. Ross, 
for 5 minutes. 

Mr. Ross. Thank you, Mr. Chairman. 

Mr. Secretary, let me ask you quickly, if I can, because I know 
your time is coming to a close here, companies are notified under 
Stage 3 of the SIFI designations that they have been designated as 
a SIFI, correct? 

Secretary Lew. That is correct. 

Mr. Ross. And there is really no other opportunity to be notified, 
though, other than Stage 3? 

Secretary Lew. We all know notification is Stage 3, and there is 
plenty of time in Stage 3 — 

Mr. Ross. The SIFI designation states, “In general, this analysis. 
Stage 2, will be based on a broad range of quantitative and quali- 
tative information available to the Council through existing public 
and regulatory sources, including industry- and company-specific 
metrics beyond those analyzed in Stage 1 and any information vol- 
untarily submitted by the company.” 
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It just seems kind of odd that if they are not aware until Stage 
3, how would they know to volunteer any information at the Stage 
2 level? 

Secretary Lew. The — 

Mr. Ross. I guess what I am getting at is it is almost like a 
“gotcha” situation. Because they don’t want to he a SIFI if they 
don’t have to he, and so they would like to work with you — 

Secretary Lew. Companies know if they meet the Stage 1 stand- 
ard, because the Stage 1 standard is a publicly available — 

Mr. Ross. But they are not notified that they are being reviewed. 

Secretary Lew. No, but the companies know that if they are in 
the group of companies that meet the threshold, that they can vol- 
untarily provide information. 

Mr. Ross. Yes, but they don’t know if they are in Stage 2. Don’t 
you think it would be better and more transparent if there was an 
opportunity for notification in the Stage 2 level of a company that 
is under review for SIFI purposes? 

Secretary Lew. The process was actually set up in a very careful 
way to try to get information that was available to use to make 
preliminary determinations before engaging a company in a process 
where — 

Mr. Ross. And it should be a cooperative process, I agree. 

Secretary Lew. But if a company is notified, that creates all 
kinds of other issues, which — 

Mr. Ross. But it could cause self-correctness. 

Secretary Lew. It could what? 

Mr. Ross. It could cause self-correctness. In other words, they 
could — look, they would want to cooperate, I would think. And not 
only would they want to cooperate, but I think other companies in 
the same industry may also want to have the opportunity to pre- 
vent them from being under that review. 

Wouldn’t that be a more transparent, a more cooperative proc- 
ess? 

Secretary Lew. I think the tension — the transparency of the proc- 
ess is very high, because Stage 3 is where the detailed back-and- 
forth with the company and FSOC goes on. 

Mr. Ross. I do agree. All I am saying is, if they can have some 
opportunity to avoid Stage 3, wouldn’t that be better and enure to 
the benefit not only of the company but also — 

Secretary Lew. I am not sure it would benefit the company. I 
think that, for many companies, if there was a kind of preliminary 
designation they were notified of, that would create a sense that 
they were about to be going through Stage 3. They may have to 
disclose it; it could have an effect on their Wsiness. 

Mr. Ross. But most companies don’t know really that they are 
even going to be Stage 3. 

Secretary Lew. I think the financial firms that are at the Stage 
1 threshold level do understand that they are there. 

Mr. Ross. Let me change topics here. Just recently, the Inter- 
national Association of Insurance Supervisors came out with their 
plan to implement capital standards for insurance companies, 
hopefully on a global basis. Unfortunately, they seem to be rushing 
things. And I think that the NAIC’s head, former Senator Ben Nel- 
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son, has expressed his dismay and concern that they are going at 
breakneck speed. 

My question to you is, if the United States doesn’t participate in 
these global standards for capitalization for insurance companies, 
really they don’t become global. And, in fact, there may be other 
countries that may follow our lead. 

Can you give us some assurances from the Treasury and the FIO 
that everything is being done to make sure that the interests of do- 
mestic insurance carriers are being advocated and protected as we 
go through this process of assessing — 

Secretary Lew. Congressman, there is robust participation by in- 
surance commissioners and others who are expert in the U.S. in- 
surance industry in that process. And I can tell you that it is with 
a great deal of input from the United States that the discussion 
goes forward. 

Mr. Ross. And with regard to statutory accounting procedures 
and generally accepted accounting procedures, those two being at 
odds, too, most insurance companies now having to potentially 
have to keep two sets of accounting principles, which would be very 
duplicative, very costly. 

Can we get some assurances from Treasury that we will focus on 
not a duplication but rather a continued streamline process for ac- 
counting principles such as the SAP, or statutory accounting prin- 
ciples? 

Secretary Lew. I will have to get back to you on the specific issue 
regarding the insurance accounting principles. 

I can tell you, as a broad matter, my view has been, if we can 
in international conversations eliminate some of the noise between 
different systems — 

Mr. Ross. And duplication. 

Secretary Lew. — it would be a good thing. The problem is that 
it is not always as easy to accomplish as you would like. 

Mr. Ross. I agree, which is why we would like your advocacy in 
that regard. 

Secretary Lew. Yes. 

Mr. Ross. With that, Mr. Chairman, I will yield back. 

Chairman Hensarling. The Chair intends to recognize the gen- 
tleman from California, followed by the gentleman from Kentucky, 
and then we will excuse the Secretary. 

The Chair now recognizes the gentleman from California, Mr. 
Royce, chairman of the House Foreign Affairs Committee. 

Mr. Royce. Thank you, Mr. Chairman. 

At the outset, I would just like to set the record straight on an 
issue that I think was raised twice today, and that is the story of 
AIG. 

If I could submit for the record, Mr. Chairman, the story that ran 
in last week’s American Banker? 

Chairman Hensarling. Without objection, it is so ordered. 

Mr. Royce. Thank you. 

It is by Hester Pierce. It is entitled, “AIG’s Collapse: The Part 
Nobody Likes to Talk About.” And that part, of course, is the secu- 
rities lending portfolio run for the benefit of the State-regulated life 
insurance subsidiaries of AIG. 



56 


And if I could briefly quote from the article: “Government rescue 
money was critical to the recapitalization effort of AIG. Taxpayer 
funds were also critical in meeting securities borrowers’ demands 
for cash. Securities lending counterparties received $43.8 billion in 
the last quarter of 2008, comparable to $49.6 billion in collateral 
postings and payments to AIG’s derivatives counterparties.” 

The record is pretty clear here. The taxpayer bailout associated 
with AIG, which I opposed, by the way, applies both to its Finan- 
cial Products unit in London and to its State-regulated insurance 
arm right here in the United States. 

But on to my question here for the Secretary. 

Secretary Lew, as you know, the U.S. and the EU are currently 
engaged in trade talks as part of the TTIP negotiations. And with 
regard to banking and securities regulation, the EU has put forth 
a limited but reasonable proposal to strengthen U.S.-EU regulatory 
cooperation and to create a more results-driven dialogue that 
avoids market disruption and regulatory fragmentation. It is fo- 
cused on consistency of regulation, limiting extraterritorial impact, 
and laying the foundation for recognition where appropriate. 

So the EU has made this a top priority. Do you not believe that 
enhancing this dialogue is an important objective and could lead to 
a high-standard comprehensive regulatory regime? 

Secretary Lew. Congressman, I believe that both TTIP and TPP 
are very important trade negotiations. And I have spent a great 
deal of time working with my counterparts on the aspects of those 
trade negotiations that fall in my area. 

I do think there are challenges in TTIP, particularly with regard 
to financial services, that we have not yet reached an agreement 
on. 

Mr. Royce. Right, right, but this would be a way to get there. 
If you feel that financial services regulatory issues being part of 
TTIP discussions would be important, this would be a way to 
bridge that. 

Secretary Lew. Our view — my view is that, to the extent that the 
question is should financial regulatory standards, prudential stand- 
ards, be subject to a trade negotiation, the answer there, I believe, 
has to be “no.” We can’t be in a place where we are subjecting our 
financial regulatory standards to trade remedies. 

We have to regulate to make sure we have a sound financial sys- 
tem and drive through the G-20 and other bodies to have the inter- 
national standards reflect our high standards. 

I think competition in the marketplace for financial service com- 
panies ought to be part of a discussion, and we ought to have open 
access subject to our national authorities. 

Mr. Royce. Here is a point. The Wall Street Journal article re- 
cently, in which Acting CFTC Chair Mark Wetjen takes issue with 
the process and policies with the CFTC cross-border guidance, here 
is his quote: “I don’t think that was the right decision. If you have 
equally comparable comprehensive regulations in Europe, as an ex- 
ample, then what’s the reason why we wouldn’t allow for sub- 
stituted compliance in that situation?” 

There’s the question, and if you can have that dialogue in order 
to substantiate that. 
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And the second would be an article I am going to quote here, 
“Transatlantic Swap Liquidity Split Persists,” which highlights two 
polls that show concrete evidence that “regulators have failed in 
their attempts to tackle a liquidity split by two swap market re- 
forms in Europe and the United States.” 

Now, the Administration has pointed to the current regulatory 
dialogue, the financial management regulatory dialogue, as an ap- 
propriate forum. But what success has that produced? It hasn’t, in 
terms of regulatory cooperation and consistency. 

So I think you have an opportunity here. Many of the challenges 
we have seen today — uncertainty, market disruptions, which we 
talked about — could be avoided if we go down the road of this dia- 
logue. 

Secretary Lew. Mr. Chairman, if I may just very briefly respond? 

I think that in the area of substitute and compliance we have 
made a good deal of progress, but the challenge is what is true 
comparability. And that is something that I believe is being worked 
through in the derivatives area with the CFTC and their counter- 
parts both in Europe and in Asia. 

And if it is true substitute and compliance on a basis of com- 
parable standards, that is one thing. I just don’t believe that a 
trade context is the appropriate place to resolve those matters. 

Chairman Hensarling. The time of the gentleman has expired. 

The Chair now recognizes the gentleman from Kentucky, Mr. 
Barr. 

Mr. Barr. Thank you, Mr. Chairman. 

And thank you, Mr. Secretary, for your patience. It looks like I 
may be the very last questioner, so I appreciate your patience. 

Mr. Secretary, you have repeatedly said that an institution can 
appeal its SIFI designation if it disagrees with the FSOC deter- 
mination that it poses systemic risk. 

But the first appeal is to FSOC itself, an appeal that seems use- 
less, given that the institution is not appealing to an independent 
arbiter but instead to the same agency that is making the original 
designation. 

And then the second appeal would be to the courts, but that ap- 
peal would also seem fairly useless, given the fact that FSOC has 
not promulgated some objective standards to guide its termi- 
nations, and the court couldn’t effectively review those designations 
and would have to defer to FSOC’s original judgment. 

And, secondly, the institution wouldn’t challenge the regulators’ 
judgment anyway, for fear of retaliation in the supervisory process. 
Just last month. Former Assistant Treasury Secretary Michael 
Barr pointed out that institutions may refuse to appeal these des- 
ignations precisely because they fear regulatory retaliation. 

So my question is this: Given the substantial flaws in the ap- 
peals process, both the original, initial administrative appeal and 
then the judicial appeal, does the designation process really give in- 
stitutions a meaningful opportunity to challenge their designa- 
tions? 

And, given these flaws, would you support an alternative process 
which would create an independent ombudsman or arbiter as an al- 
ternative to review the initial designation? 
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Secretary Lew. Congressman, I actually don’t agree with that as- 
sessment of the current process. I think that the engagement at the 
Stage 3 level is robust and it does affect the thinking at the staff 
level and the principal level. I think that when we had the one 
face-to face hearing, it was actually a very substantial exchange of 
questions that were responded to. 

And I think that as far as recourse to judicial resolution, it has 
not been the case that financial institutions or others are afraid to 
challenge judgments that they don’t agree with when the regu- 
lators make them. 

Mr. Barr. So you would not reform the current statutory proc- 
ess? 

Secretary Lew. I think the current process is actually working 
pretty well. 

Mr. Barr. Okay. 

In regard to Ex-Im reauthorization, you have said that every 
other developed country has an export credit agency, and we 
shouldn’t go it alone, we shouldn’t unilaterally disarm, regarding 
export support. 

But, given the fact that we have unilaterally burdened financial 
institutions with the Volcker Rule while the rest of the world does 
not have a similar regulatory regime, since we have unilaterally 
burdened our manufacturers with greenhouse gas standards not 
imposed by other countries, since we have unilaterally subjected 
our financial institutions with higher capital standards than the 
rest of the world, since we have unilaterally subjected the United 
States business community to the highest corporate tax rate in the 
world, what is the difference? 

Secretary Lew. Congressman, I would actually counter on two of 
those issues and on the third agree with you. 

I think, when it comes to Volcker, you have processes going on 
through other international processes, Liikanen and Vickers, where 
they are looking to put in similar kinds of systems. 

I think if you look at climate rules, the agreements made in Co- 
penhagen were very important. We are complying, meeting our 
standards; other countries are doing the same. 

On the tax rate, I agree with you; we need to do business tax 
reform. We should not have a statutory business tax rate as high 
as we do, and I would look forward to a bipartisan effort to do that. 

Mr. Barr. I am glad you at least agree on that point. And I take 
it you take my point on the others, particularly with respect to the 
greenhouse gas rules, which other countries, developed countries, 
China, India, certainly are not adopting. 

Really quickly, final minute, I do want to ask you about the lost 
IRS emails. We knew that targeting of conservative groups by the 
IRS began in February-March 2010. Despite repeated inquiries 
from Congress in 2011, the IRS responses did not mention knowl- 
edge of the targeting. 

In fact, in February of 2012, Commissioner Shulman was aware 
of the inappropriate targeting, but in March of 2012, the Commis- 
sioner said, “I can give you assurances” — this is to the Ways and 
Means Committee — that there was absolutely no targeting.” 

There was further stonewalling. The Administration said this 
was a rogue office in Cincinnati. As it turns out, we know that was 
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not the case. There was also the story that this was targeting of 
both progressive and conservative groups. TIGTA George confirmed 
that the progressive groups were not targeted. 

And then we find out about these lost emails, and there was 
stonewalling, when Commissioner Koskinen knew about the hard- 
drive program in February and when Treasury knew about the 
hard-drive program in April of early year. We didn’t find out until 
11 days ago that there were these lost emails. 

So when the President says there was not a smidgeon of corrup- 
tion and when we find out that the hard drive crashed 10 days 
after Chairman Camp first sent a letter inquiring into this matter 
back in 2011, do you agree with this assessment that there is, 
maybe not corruption — I am sure you don’t agree with that — but 
that the stonewalling is inappropriate? 

Chairman Hensarling. The time of the gentleman has expired. 
If the Secretary wishes to give a brief answer. 

Secretary Lew. If I can just responsd briefly. 

Congressman, I don’t believe there is any evidence of any polit- 
ical interference to date. And I don’t think any of the issues that 
have come up undermine that view. 

I think if you look at the reaction that we had when the TIGTA 
report came in, the first step we took was to replace the top leader- 
ship. Danny Werfel came in. All the leadership between him and 
the program was changed at a Senior Executive Service level. Pro- 
cedures were put in place so that it was a very different process 
going forward. 

I think the fact that a hard drive broke is only evidence that a 
hard drive broke. 

Chairman Hensarling. The time of the gentleman, again, has 
expired. 

I would like to thank the Secretary for his testimony today. 

The Chair notes that some Members may have additional ques- 
tions for this witness, which they may wish to submit in writing. 
Without objection, the hearing record will remain open for 5 legis- 
lative days for Members to submit written questions to this witness 
and to place his responses in the record. Also, without objection. 
Members will have 5 legislative days to submit extraneous mate- 
rials to the Chair for inclusion in the record. 

This hearing stands adjourned. 

[Whereupon, at 1:10 p.m., the hearing was adjourned.] 
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Chairman Hensarling, Ranking Member Waters, and members of the Committee, thank you for 
the opportunity to testify today regarding the 2014 annual report of the Financial Stability 
Oversight Council. 

Nearly four years ago. President Obama signed into law the Dodd-Frank Wall Street Reform and 
Consumer Protection Act (Dodd-Frank Act), the most comprehensive set of reforms to our 
financial regulatory system since the Great Depression. As a result of the implementation of 
these new rules, consumers have access to better information about financial products and are 
benefiting from new protections. Financial markets and companies have become more resilient. 
Regulators have become better equipped to monitor, mitigate, and respond to threats to financial 
stability. And today, our financial system is better capitalized, more transparent, and better 
prepared to withstand shocks. 

As many of you know, one of the important reforms in the Dodd-Frank Act was the creation of 
the Financial Stability Oversight Council (Council). Before the Council, no single authority was 
accountable for monitoring and addressing risks to financial stability, and each regulator focused 
on the institutions, functions, or markets under its purview. As we learned, without a mechanism 
to look at the entire financial system, risks to financial stability can spread quickly across 
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institutions and markets. This siloed approach allowed certain risks to fall through the cracks of 
the regulatory system and failed to protect us in the lead-up to the crisis. 

Congress changed that. With the establishment of the Council, senior regulators from across the 
system now meet regularly to facilitate a more coordinated approach to monitoring, identifying, 
and responding to potential threats to financial stability. Today, the Council provides a forum to 
foster regular and close collaboration among its members at both the federal and state levels. 

This collaboration features frequent meetings between senior officials, as well as dedicated and 
ongoing engagement among staff on a near-daily basis. 

Independent regulators continue to be responsible for regulating the markets and institutions they 
oversee. But they are now also part of a process that enables them to look across markets and 
institutions to monitor the entire financial system and identify potential risks to U.S. financial 
stability. Some now suggest that this function should be curtailed, but hindering the Council’s 
ability to analyze information regarding particular sectors, firms, or activities runs the risk of 
missing the next threat to our financial system and the U.S. economy. This is an important 
responsibility that the Council must fulfill. 

Today, there are even some who challenge the notion that the Council should ask questions about 
whether certain activities or companies might pose risks to the stability of the U.S. financial 
system. But asking questions does not equal regulatory action. We learned from the financial 
crisis that regulators should have asked more, not fewer, questions about the institutions and 
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activities that they oversa-w. And today we should ask these questions equally prepared to find a 
reason to take action or not. But if we avoid or are discouraged from asking questions all 
together, our financial system will be more exposed to unseen risks, potentially leading to large 
scale problems. 

There are many possible outcomes to the Council examining a particular risk. If the Council 
determines there is a risk that requires action. Congress provided the Council with a broad range 
of authorities and potential remedies. But the Council may conclude that it does not need to act, 
that it needs to examine and issue further, or that it must gather additional data. What the 
Council should not do is cordon off any sector or activity without even considering it. That 
would be a dereliction of Council responsibilities and a complete disregard for the very purpose 
of the Council. 

Some also claim that the Council’s processes are opaque and its outcomes are predetermined, but 
that is simply wrong. The Council has voluntarily adopted a robust transparency policy and put 
in place a comprehensive, deliberative approach to its evaluation of risks, and it solicits public 
input and carefully considers all points of view. Its report, which 1 will be discussing today as 
the subject of this hearing, describes the work of the Council. 

As the distance in time since the financial crisis grows, we must not forget the financial and 
emotional pain endured by millions of American families who lost their homes, their retirement 
savings, or their jobs. We cannot return to a regulatory environment that failed to detect risks to 
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financial stability and was unequipped to mitigate those risks and prevent the damage to our 
financial system and economy. 

In this context, the Council’s annual report stands as a testament to how the Council is executing 
on its statutory duty to identify and respond to potential threats to financial stability. The report 
reflects the collective judgment of Council members regarding the key risks to financial stability 
and provides an important example of how the Council shares information about its work with 
Congress and the public in a clear and transparent manner. Each annual report is the product of a 
highly collaborative analysis conducted by the Council’s member agencies to document for the 
public the Council’s sense of the risks present in all comers of the market, its assessment of how 
those risks might be transmitted to the broader financial system, and its recommendations for 
specific actions to mitigate those risks. 

The Council’s annual report also provides a roadmap for the Council’s agenda for the upcoming 
year - what areas it will focus on, what areas will likely require additional attention, and how it 
expects to address them. The 2014 annual report focuses on nine areas that warrant continued 
attention and possibly further action from the Council's members: 

• First, regulatory agencies and market participants should continue to take action to 
reduce vulnerabilities in wholesale funding markets, including tri-party repo and 
money market mutual funds, that can lead to destabilizing fire sales. 
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• Second, regulators should continue to work with policymakers to implement the 
significant structural reforms that are needed to reduce the taxpayers’ exposure to risk 
in the housing market. 

• Third, cybersecurity threats, infrastructure vulnerabilities, and other operational risks 
remain a top priority for the Council, and regulators should continue to take steps to 
prevent operational failures and improve resiliency. 

• Fourth, as the financial system evolves in response to technological, competitive, and 
regulatory changes, regulators should remain attentive to financial innovations and the 
migration of ceitain activities outside of traditional financial intermediaries that could 
create financial stability risks. 

• Fifth, U.S, regulators should continue to cooperate with foreign counterparts to 
address concerns about benchmark reference rates such as LIBOR. 

• Sixth, regulators and institutions should remain vigilant in monitoring and assessing 
risks related to interest rate volatility, particularly as investors seek higher yields in a 
low interest rale environment. 

• Seventh, Council member agencies should continue to work with the Office of 
Financial Research (OFR) to fill financial data gaps and address related issues of data 
quality and comprehensiveness. 

• Eighth, regulators should continue implementation of Dodd-Frank reforms to reduce 
risk-taking incentives of large, complex, interconnected financial institutions. 

• And finally, there is a need for continued monitoring of adverse financial 
developments abroad and their potential impact on the U.S. financial system. 
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Activities of the Council 

Since its 2013 annual report, the Council has continued to fulfil! its statutory responsibilities to 
identify risks to U.S. financial stability, promote market discipline, and respond to emerging 
threats to the stability of the U.S. financial system. The Council regularly examines significant 
market developments and structural issues within the financial system. For example, over the 
past year, the Council considered issues such as market volatility, the government shutdown and 
debt ceiling impasse, interest rate risk, economic developments in Europe and emerging 
economies, housing finance reform proposals, the NASDAQ trading halt in August 2013, and 
risks to financial stability arising from cybersecurity threats. Recognizing the need to be vigilant 
in responding to new and emerging challenges, the Council will continue to monitor potential 
threats to financial stability and to facilitate coordination among its member agencies. 

In addition, last year, the Council made its first designations of nonbank financial companies. 

The Council’s designations authority addresses a key weakness brought to light by the financial 
crisis: the existing regulatory structure allowed some large, complex nonbank firms to pose risks 
to financial stability that were not subject to adequate supervision. As a result, the Dodd-Frank 
Act allows the Council to designate nonbanks whose distress or activities could pose a threat to 
U.S. financial stability, and subject them to supervision by the Federal Reserve and enhanced 
prudential standards. The Council has used a thorough and transparent process when considering 
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these companies for designation, giving each company numerous and extensive opportunities to 
engage with the Council and its staff and to understand the detailed reasons for any designation. 

The Council voted in July 2013 to make final determinations regarding American International 
Group (AIG) and General Electric Capital Corporation. In September 2013, the Council voted to 
make a final determination regarding Prudential Financial. The Council had notified those 
companies in the fall of 2012 that they were under review for potential designation, and the 
companies submitted information for the Council to consider in its evaluations. The lengthy and 
careful analyses conducted by the Council included frequent and substantive interactions with 
the companies under consideration. 

Let me give you an example. For one of the companies that has been designated, Council staff 
spent over a year conducting an analysis that considered more than 200 data submissions from 
the company that totaled over 6,000 pages, 'fhe Council or its staff met with the company 20 
times. Prior to a final determination the Council prepared and shared with the company an 
approximately 200-page document outlining the Council’s analysis and rational for a proposed 
determination. The company responded to this document and discussed it with all the members 
of the Council before the Council made a final decision. This determination - and any others 
made by the Council regarding nonbank financial companies - are based on the standards set 
forth by Congress in the Dodd-Frank Act and follow the process laid out in the Council’s public 
rule and guidance. 
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One final point 1 would like to make here is that given the global nature of the financial system, 
the United States has made strong commitments to international efforts to institute financial 
regulatory reforms comparable to and consistent with ours. Such efforts are important to 
safeguarding the U.S. financial system from threats resulting from weaker regulation abroad, as 
well as to promoting a level playing field for U.S. fimis that operate internationally. 

The Council’s Governance and Transparency 

The Council is committed to conducting its work publically. Indeed, as I noted publicly at our 
May meeting, the Council’s annual reports will continue to serve as a key tool for 
communicating our activities to the public and Congress. 

However, much of the Council’s work - particularly in regards to companies under consideration 
for potential designation - relies on sensitive company and industry data and information that 
would not be shared by firms or regulators without an expectation of confidentiality. 
Accordingly, the Council is committed to conducting its meetings in public whenever possible 
and to releasing minutes for all its meetings. Though no statute requires the Council to do so, we 
believe taking these steps helps provide the public with insight into the Council’s work. We 
have kept those commitments over the past three and a half years, including holding twelve open 
meetings and releasing minutes for forty meetings. 
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The Council also understands that it can always improve upon its commitments. To that end, the 
Council has undertaken a review of its governance and transparency policies, beginning in 2013, 
to determine whether it can even better enhance its openness and accountability to the public 
while still protecting sensitive information. This review included consideration of the practices 
of other organizations with similar structures, memberships, or responsibilities as the Council. 
For example, during a public session in May, the Council revised its transparency policy to 
incorporate several enhancements to improve communication with the public. Additionally, the 
Council adopted bylaws for its Deputies Committee that will provide further visibility into some 
of its staff work. 

The Council understands that its analysis is enhanced by the perspective of the public. 
Accordingly, it actively seeks input from outside parties to inform its work. For example, in 
December 2013, a representative from the banking sector joined a public meeting of the Council 
to discuss cybersecurity. And in May, the Council hosted a public conference on asset 
management to hear directly from industry representatives, academics, and other stakeholders on 
topics related to asset management. The Council continues to work with state and foreign 
regulators in the course of its analysis on nonbank financial companies. The Council continues 
to benefit from this type of engagement with external stakeholders and expects to continue to be 
informed by outside experts on its work going forward. 
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Progress on Financial Regulatory Reform 

The 2014 annual report discusses the significant progress that Council member agencies, both 
individually and collectively, have made implementing Dodd-Frank Act reforms. As a result of 
the implementation of these reforms, consumers have access to better information about financial 
products and are benefiting from new protections. Financial markets and companies have 
become more resilient and transparent. And regulators have become better equipped to monitor, 
mitigate, and respond to threats to the financial system. 

Over the past year, the regulators reached a number of key milestones in financial reform 
implementation, including: 

• finalization of the Volcker Rule, bank capital rules, a supplementary leverage ratio for the 
largest banks and bank holding companies, enhanced prudential standards for the U.S. 
operations of large foreign banks, and the development of clearing, trading, and 
registration requirements for certain swaps markets; 

• proposed rulemakings on money market mutual fund (MMF) reform, risk retention for 
securitizations, and requirements for short-term liquidity coverage for large banking 
organizations; and 

• significant reductions in intraday credit exposures in the tri-party repo market and 
significant progress on the strategy for financial institution resolution under the orderly 
liquidation authority. 
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On a related note, there has been continued progress towards achieving an international 
minimum standard that would allow national authorities in the majority of the world’s largest 
economies to wind down failing global banks without the use of taxpayer money. We also 
anticipate progress on a framework for cross-border cooperation in the future resolutions of 
global banks. 

Now let me provide greater detail about the nine areas of focus covered in the report. 

Areas of Focus of the Council’s 2014 Annual Report 

Wholesale Funding Markets 

The Council has highlighted run risks associated with MMFs and the tri-party repo market since 
our first annual report in 2010. Regarding MMFs, in June 2013 the SEC proposed rules to 
reform the structure of MMFs in order to make them less susceptible to runs. This proposal 
includes a number of the same principles and concepts, such as requiring a floating NAV, that 
were part of the proposed recommendations for reform issued by the Council in November 2012. 
The Council recommends that the SEC move forward and adopt meaningful structural reforms 
designed to address MMF run risk. The Council also recommends that its member agencies 
examine the nature and impact of any structural reform of MMFs that the SEC implements to 
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determine whether the same or similar reforms are appropriate for other cash-management 
vehicles. 

In the tri-party repo market, there has been significant progress in reducing market participants’ 
reliance on intraday credit from the clearing banks. The share of tri-party repo volume funded 
intraday by the clearing banks fell from 92 percent in December 2012 to under 20 percent in 
December 2013. But vulnerabilities to fire sales remain, particularly with respect to borrowers, 
such as broker-dealers, that rely heavily on these markets for financing. The Council 
acknowledges the work that has been done in the past year to reduce the reliance on discretionary 
intraday credit, which is forecasted to be less than 1 0 percent by the end of 20 1 4. Yet, a default 
of a broker-dealer remains a key vulnerability that could lead to fire sales of repo collateral, and 
may lead to the disruption of certain asset and financing markets. The Council recognizes that 
regulatory reforms implemented since the crisis, such as increases in the amount of capital, 
liquidity, and margin changes for U.S. broker-dealers, may help to mitigate the risk of default. 
However, the Council advises all U.S. regulators of firms that rely on this market for funding to 
assess whether additional steps may need to be taken to protect borrowers from funding runs. 

Housing Finance Reform 

The housing finance system continues to require significant reform to enhance financial stability. 
The residential mortgage market relies heavily on government guarantees, while private 
mortgage activity remains muted. Increasing the presence of private capital and reducing risk to 
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taxpayers in housing finance remains a priority. Fannie Mae and Freddie Mac achieved their 
targets for risk-sharing transactions and reductions in their mortgage investment portfolios. 
Member agencies also made progress on the risk-retention rule, and infrastructure reforms such 
as the development of the Common Securitization Platform are moving forward. The annual 
report outlines the ongoing need for market participants, regulators, and Congress to work 
together to create structural reforms that will help reduce uncertainty in the housing finance 
market, provide access for creditworthy borrowers, and protect taxpayers. In the past year, 
progress was made towards establishing a new framework for housing policy, but ultimately 
Congress must pass legislation to achieve comprehensive housing finance reform. 

Operational Risks 

Cybersecurity remains a top priority for the Council, as deliberate attempts to disrupt institutions, 
markets, and commerce continue, as seen in the high-profile cyber-attack on Target that resulted 
in the theft of bank card and customer information. While companies and financial markets 
become more dependent on complex technologies and networks, the frequency, severity, and 
sophistication of such incidents are likely to rise. The Council recommends that financial 
regulators continue their efforts to assess cyber-related vulnerabilities facing their regulated 
entities and identify gaps in oversight that need to be addressed. In addition, the Council 
recognizes the importance of removing legal barriers to information sharing between public and 
private sector partners to enhance overall awareness of cyber threats, vulnerabilities, and attacks 
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in a manner that continues to protect privacy and civil liberties, including the passage of 
comprehensive cybersecurity legislation by Congress. 

Market continuity and confidence were also challenged this past year with an increase in outages 
and failures resulting from technological and infrastructure vulnerabilities. Some of these 
incidents led to the temporary suspension of trading. Other incidents involved software failures 
that sent involuntary orders through automated trading systems, leading to large losses. The 
vulnerabilities that are associated with such incidents may be heightened, particularly in 
fragmented markets, by high-frequency or low-latency automated trading activities. The Council 
recognizes that alternative trading venues and methods may present operational and other risks 
by magnifying system-wide complexity. As such, the Council recommends that regulators focus 
not only on centrally traded products, but also on a broader set of financial products and trading 
methods off exchanges. 

Financial Innovation and Migration of Activity 

The financial system is constantly evolving, with the development of new products, services, and 
business practices. These changes can provide a number of benefits to the financial system, but 
they may also present new risks. While new products or services are often developed as a result 
of technological and competitive forces, sometimes they are created to circumvent regulation. In 
other instances, the migration of some activities may move a regulated activity outside of the 
regulatory perimeter. The changing landscape of the post-financial crisis world has fostered 
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many innovations which should be monitored for the potential to create risks to financial 
stability. 

Reference Rates 

Beginning in the second half of 2012, investigations uncovered multiple instances of systematic 
false reporting and manipulation of widely used survey-based benchmark interest rates, such as 
LIBOR and EURIBOR, by reporting banks. More recently, concerns have been raised about the 
integrity of certain foreign exchange (FX) rate benchmarks. One important insight from the 
recent allegations in FX markets is that transactions-based benchmarks can also be subject to 
manipulation and adversely impact related markets. 

While some progress has been made to find viable alternative interest-rate benchmarks, more 
work is needed. The Council recommends U.S. regulators continue to cooperate with foreign 
regulators and international bodies to identify alternative interest rate benchmarks anchored in 
observable transactions and supported by appropriate governance structures, and to assess market 
practices and benchmarks in the FX markets. The Council also recommends development of a 
plan to implement a smooth and orderly transition to any new benchmarks. 
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Resilience to Interest Rate Volatility 

The prolonged period of low interest rates and low volatility has provided incentives for 
investors and financial institutions to search for yield by extending the duration of their 
portfolios, investing in lower-quality credit, increasing leverage, or easing underwriting 
standards. Such strategies may increase short-term profits, but at the risk of potentially large 
losses in the event of a sudden yield curve steepening or a large rise in rates. 

Despite the relatively benign impact on financial stability of last year’s sharp rise in interest 
rates, volatility remains a potential threat to financial stability. For this reason the Council 
recommends that supervisors, regulators, and financial firm management continue to monitor 
and assess the growing risks resulting from search-for-yield behaviors as well as the potential 
risk of severe interest rate shocks. 

Data Quality and Comprehensiveness 

High quality and readily available access to financial data is critical for regulators, supervisors, 
and financial firms, but access to comprehensive data is limited. For example, regulators lack 
sufficient data to thoroughly analyze all repo markets, and they are still unable to effectively 
monitor securities lending transactions and the reinvestment of cash collateral. In addition, some 
regulators still face difficulties in accessing data stored at swap data repositories. However, 
regulators have made significant progress in addressing financial data gaps in recent years. They 
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now collect real-time data from various markets and institutions. There has also been progress in 
improving the standardization of certain financial data, including the legal entity identifier (LEI), 
which will help to identify parties to financial transactions. The widespread adoption of LEI 
both domestically and globally, together with the work to enhance the consistency and 
availability of swaps data reported by swaps data repositories, would improve the ability of 
regulators to monitor emerging risks in the financial system. The Council supports these efforts 
and recommends that member agencies and the OFR continue to work together to promote high- 
quality data standards and fill data gaps where they exist. 

Risk-taking Incentives of Large. Complex. Interconnected Financial Institutions 

Historically, when large, complex, interconnected financial institutions became distressed, 
official authorities often intervened to maintain financial stability. The Dodd-Frank Act 
addresses the incentives and abilities of large, complex, interconnected financial institutions to 
engage in excessive risk-taking that could result from implicit expectations of future official 
sector intervention. Financial regulatory reforms have created much stronger financial 
institutions, with capital levels doubling compared to pre-crisis levels, significantly reducing the 
likelihood of failure. Reforms have also been designed to minimize the damage that any single 
firm’s failure would have on the broader financial system. 

During 2013, the largest U.S. financial institutions continued to reduce their complexity in some 
dimensions. Additionally, credit rating agency assessments of potential government support to 
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U.S. bank holding companies reflect declining expectations of the likelihood of government 
support. However, rating agency opinions continue to explicitly factor in the possibility that the 
government will provide support to the largest banks if they become financially distressed. The 
full implementation of the orderly liquidation authority, and the phasing in of enhanced 
prudential standards in coming years, should help reduce remaining perceptions of government 
support for large, complex, interconnected financial institutions. 

Foreign Markets Risks 

In 2013, domestic market participants remained concerned about the adverse consequences of 
financial developments abroad. However, the areas from which these risks emanate have 
changed considerably. In previous years, stability in peripheral Europe was a key area of 
concern for global financial markets. Over the past year, economic and financial conditions in 
the euro area have stabilized. At the same time, potential risks emanating from emerging 
markets have become more prominent. Beginning in the late spring of 2013, emerging market 
economy exchange rates and asset prices became much more volatile, and economic growth 
subsequently slowed in some of these economies. The potential spillover effects on the United 
States from emerging markets’ stresses appears limited, but a substantial worsening of these 
stresses is a risk. 
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Conclusion 

In summary, the Council plays a critical role in our financial regulatory system by bringing 
together federal and state financial regulators to identify potential risks across the system and 
prevent problems from falling through the cracks. The annual report is a reflection of the 
collaboration and collective judgment of these officials. And its findings and recommendations 
are a critical statement that guides action, promotes transparency, and creates accountability. 

Indeed, I strongly believe that the actions of the Council and its member agencies have made the 
financial system more stable and less vulnerable to future economic and financial stress. Yet, the 
Council must continue to remain vigilant to new risks while focusing on the risks highlighted in 
the annua! report. 

1 want to thank the other members of the Council, as well as their staffs, for their work over the 
last year and their efforts in preparing the 2014 annual report, as well as their ongoing 
contributions to the important work of the Council. We look forward to working with this 
Committee, and with Congress as a whole, to continue to make progress in creating a more 
resilient and stable financial system. 
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Financial Stability Ovemght Council 


The Financial Stabilily 0\'er<;ighl Council (Council) was established by the Dodd-Frank Wall 
Street Relbrm and Consumer Protection Act (Dodd-Frank Act) and is charged with three 
primary purposes: 

i- i'o identify risks to the financial stability of the United &ates that could arise from the 
material finandal disiressor failure, or ongmng activities, of large, iiuerronnected bank 
holding companies or rsonbank financial companies, or that could aristr outside the 
financial services marketplace. 

2. To promote market discipline, by eliminating expectations on the part ol' shareholders, 
creditors, and counterparties of such companies that Uie U.S. government will shield 
them liom losses in the e\-eni of failure. 

3. i’o resjjontl lo emerging threats to the stability of Uie U.S. financial stsitem. 

Pursuant to the DotUI-Frank Act. the (Council consiste of ten voting meml>ers and five 
nonvoling members and brings together the expertise of federal financial regnlatons, stale 
regutaioj's, and an instirance expert apfiointed by the President. 

The votirig members are: 

• the Secretary of the Treasury, who seiwes as the Chairperson of the Council; 

• t he Chairman of the liotird of Governors of the Federal Reserve .System; 

• the Comptroller of the Currency; 

• the Director of the Bureau of Consimier Financial Protection: 

■ the Chairman of the Securities and F.xthange Commission; 

• the Chairperson of the Federal Deposit Instirance ('orporation; 

• the Cliairperson of the Commodity Futures Trading Commission; 

• the Director of the Federal Housing Finance Agency; 

• the Chairman of the National Credit I’nion Administration; and 

• an independent member with insurance expertise who is appointed by the President 
and confirmed by the Senate for a six-year term. 

The nonsoting members, who serve in an advisory capacity, are: 

• the Director of the Ol'ficc ol l-'inancial Research; 

• the Director of the Federal Insui'ance Office; 

• a state insurance commi.ssioner designated by the state insurance commissioners; 

• a -State battking supervisor designated by the state banking supervisors; and 

• a state securities commissioner (or officer performing like functions) designated by 
the state securities commissioners. 

The state insurance commissioner, state banking supervisor, and state securities commissioner 
serve two-year terms. 
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Statutory Requirements for the Annuat Repal 

Section il2{a)(2)(N) of the Dodd-Frank Act requires that ihe annual report 
address the following: 

i. the activities of the Qjuncil; 

ii. signiBcani financial market and regulatory developments, including 
insurance and accounting regulations and standards, along with an 
assessment of those developments on the stability of tltc financial 
system: 

iii. potential emerging titreafs to the financial stability of tlie United 
States; 

iv. all determinations made under Section 113 or Title VTII, and the 
basis for such determinations; 

V. all reconintendations made under Section 119 and the result of such 
recommendations; and 
vi. recommendations — 

I. to enhance the integrity, effideitcy; competitiveness, and stability 
of United States financial markets: 

H. to promote market discipline; and 
III. to maintain investor confidence. 

Approval Of the Annuat Report 

This atmuai report was approt’ed nnanimously by the voting members of the 
Council on May 7. 2014. Except as otherwise indicated, data cited in this report is 
as of March 31,2014. 

Afabreviahons for Federal Member Agencies of the Council 

• Department of the Trea.sury (Treasury) 

• Board of Coremors of the Federal Reserte S^-stem (Federal Reserve) 

• Office of the Comptroller of the Currency (OCC) 

• Bureau of C^ansumer Financial Protection (CFPB) 

• Securities and Exchange Commission (SEC) 

• Federal I>eposit Insurance Corporation (FDIC) 

• Commodity Futures Trading Coinmi-ssion (CFTC) 

• Federal Housing Finance Agency (FHFA) 

• National Credit Union Administration (NCUA) 

• Office of Financial Research (OFR) 

• Federal Insurance Office (FIO) 
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I'Ai c uli\(* SiiniiiKuy 


0\'cr the past year, the U.S. iinancial system continued to recover from the damage sustained during 
die finaiicitd crisis. 'I'hc iTgulatory reforms required by the Dodd-Frank Ac! and contemplated in I'hc 
Group of 'I'wenlv {G-20) agreements mowd meaningfully low'ards completion. Although significant 
risks remain, financial markets, instiniiions, and investor confidence shtnved resilience over the past 
year amid challenging market conditions, including a period of heightened volatility in fixed income 
nrarkets, concerns aboitl the U.S. debt ceiling, and pressure on emerging markets (EMs). 

The regulatory commiinilv reached a number of key milestones in financial reform implemenialion, 
including linalizaiion ofihe Voirker Rule, bank capital rules, a supplementary leverage ratio for 
the largest banks and bank holding companies (BHCs), enhanced prudential standards for the U.S. 
operations of large foreigtt banks, and the ads-ent of clearing, trading, and registration requirements 
for swaps markets. Policy development continued with proposed rulemakings on money inaikcc fund 
(MMF) reform, risk retention for securitizations, and requirements for short-term liquidity coverage for 
large bankiiig orgunizaiions. .Also, there have been significant reductions in intraday rredii exjio.siires in 
the ii i-p:u'tv repurchase agreement (repo) market and significant progress on the .strategy for resohiiloii 
under the orderly liquidation authority (OLA), in addition, the Council designated three nonbank 
finatu-ial companies for enhanced prudential standards and supervision by the Federal Reserve. 

hi wluu follows we summarize some of the key potential emerging threats and reforms identified by 
the Council that are further described in this years annual report. In some case.s, we call aueiuion to 
ihreais and reforms idemified in previous reports. 

Short-Term Wholesale Funding Markets 

The influx ofeustomet de)x>s5i.s in recent years has ufVorded banks the opportunity to reduce their 
dependence on short term wholesale funding. Although the usage of commercial paper (CP), repo, lime 
deposit, iind other sources of wliolesalc funding fell this past year, financial institutions without access 
to cu.siomer deposits and prohibited from using customer cash and .securities for proprietary purposes, 
such as broker-dealers, remain dependent on wholesale markets for funding. Since the Councir.s 
inaugural annual report nearly three \^•ars ago, the structural vulnerabilities of the tri-pany repo 
markets have been highlighted. Tliis past year witnessed impoiaanv progre.ss in tri-party repo reform, 

For exatnple, through supervisory auvliority, the Federal Reserve has workcxl with the two clearing banks 
and market participants to greatly improve* operational efficiencies and controls in the management 
and tran.sfer of tri-pany repo collateral. As a result, intraday ctedii expostiie was redticecl below the 
10 percent goal for otic clearing bank while the other is expected to have less than 10 percent of this 
exposure by the end of 2014. 

In addition, reform efforts continue for MMFs, with the SEC releasing a proposed rulemaking in June 
2013, Currently, the SEC is a.s,sessing comment letters and other data and information to determine 
the best approach to prevent possible runs on MMFs in the event of a severe liquidity or credit shock to 
MMFs, such as occurred during the financial erksis. Until structural refonm arc adopted, the potcniial 
lor run risk remains significatu . Similarly, the possibility of tri-party repo collateral fire .sales still poses 
.significant risks for the financial system. Policymakers contimie lo examine ways to minimize poic-mial 
tri-party repo spillover effects if such fire sales were to occur. 
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Developments in Financial Products, Services, am! Business Practices 

The financial system is constantly evohing with the development of new prodncis, services, and business 
practices. These changes can occur for a variety of reasons, including improvements in technology, new 
regulations, and comiKuition. Financial evolution provides a number of benefits to the financial system. 

I lowcvcr, along with these benefits come new challenges to supervisors and regulators. New products or 
services are sometimes developed to circumvent regulation. New practices may move a regulated activity 
outside of the regulatory perimeter either moving the activity offshore or by moving it from a heavily 
regulated enlitv to an entity that is less regulated, h is important to be alert to the potential adverse effects 
that may arise with these changes. This is particularly relevant in the current environment, because the 
changing financial landscape of the post-crisi.s world has fostered many ilevelopmenis in financial products, 
services, and business pnictices. 

Risk-Taking Incentives of Large, Complex, Interconnected Financial Institutions 

Hisiorically, wlien large, complex, interconnected financial insiituriom became distressed, official authorities 
often intervened lo mainiain financial stability. Past support can engender expectations of future support, 
and sucli expectations provide incentives for further increases in size, interconnectedness, and complexity. 
They also can lead market participants to discount risk, giving these institutions inceiitive.s to take on 
excessive risk. The Dodd-Frank Act addres.ses and attempts to mitigate the incentives and abilities of large, 
complex, inicramnecK'd financial institutions to engage in exc<‘,ssive risk-iakiug. 

During 2013. the largest U.S. financial inslittilions continued to redtice their complexity as well a.s their 
intercoimeciedness in some dimensions. -Additionally, rating agencies lowered their assessments of the 
likelihood of government support. However, credit rating agency opinions continue to explicitly factor in the 
po-ssibiliiy t hat the go\x“rnmem will provide support to the largest banks if they become financially distressed, 
The full implementation of the OI-,A. and the phasing in of enhanced prudential standards in coming 
years, should help reduce remaining perceptions of government support for large, complex, interconnected 
fmancial institutions. 

Reforms of Reference Rates 

Beginning in the second half of 2012, investigations reported multiple instances of systematic false reporting 
and manipulation of widely used survey based benchmark interest rates, such as the London Interbank 
Offered Rate (LIBOR) and Euro Interbank Offered Rate (EL-RIBOR) by reporting banks. Since the 
Council’s 2013 annual report, additional financial institutions have been linked to manipulative activity. 
Financial firins have paid fines and penalties in excess of §6 billion globally to settle charges related to 
I'tenchmark interest rates. 

More recently, concerns have been raised about the integrity of certain foreign exchange (FX) rate 
benchmarks. One important observation from the recent allegations in FX markets is that transactions-based 
benchmarks can also be subject to improper behavior that distorts the benchmarks and adversely impacts 
related markets, highlighting the need for stronger governance and oversight. These revelations erode public 
confidence in benchmark interest rates and introduce potcnthil risks to financial stability. Concerns about 
manipulation in a range of markets show that a significant conflict of interest can exist between the private 
individuals and firms operating in these markets and the need for fair benchmarks to promote financial 
stabilitv and efficient market functioning. The international community continues to move to reform the 
governance process for financial benchmarks and enhance the integrity of related markets. 
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Financial System Vulnerability to Interest Rate Volatility 

The prolonged period of low interest rates has led investors to extend maturities, purchase lower quality 
credit, and increase leverage in a search for yield. As a result, higher-yielding strategies have experienced 
substantial inflows of funds. Financial institutions also have responded to the low interest rate environment. 
Banks have eased loan underwriting standards, while insurance companies and MMFs have moderately 
increased the duration of their portfolios. Although interest rates have risen from historic lows, rates could 
rise further and impose losses for the holders of fixed income assets. .Additionally, since the majority of 
leveraged lending is floating rate and borrowers are hi^ly leveraged, a sharp increase in interest rates could 
increase the risk of default of these borrowers and impose costs on their lenders. Of course, a continued low 
rate environment also has risks. It continues to weigh on earnings of banks, insurance companies, pension 
funds, and retirement funds, putting further pressure on them to pursue riskier investments in order to meet 
their targeted returns. 

Operational Risks 

Market contiivuity and confidence were challenged this past year with an increase in outages and failures 
resulting from technological and infrastructure vulnerabilities. Some of these incidents, as in the case 
of the NASDAQ securities information processor outage which led to the suspension of trading, resulted 
mainly from hardware and network connectivity problems. Other incidents involved software failures that 
sent involuntary orders through automated trading systems, leading to large losses on trades that were never 
intended to occur. Deliberate attempts to disrupt institutions, markets, or commerce also occurred, as in the 
recent high-profile cyber-attack on Target that resulted itJ the theft of bank card and customer information. 
As imerconnected firms and financial markets become more dependent on complex technologies and 
networks, the frequency, severity, and sophistication of such incidents are likely to rise. 

Foreign Markets Risks 

Tn 2013, domestic market participants remained concerned about the adverse consequences of financial 
developments abroad. However, the areas from which these risks emanate have changed considerably. In 
previous years, euro area stability was a key area of concern for global financial markets. Over the past year, 
ecotiornic and financial conditions in the euro area have stabilized. At the same lime, P'Ms have become a 
focus of concern. Beginning in the late spring of 2013, emerging market economy (F.ME) exchange rates 
and asset prices became much more volatile, and economic growth subsequently slowed in some EMEs. The 
potential spillover effects to the United States of current levels of EME stress appear limited, but a substantial 
worsening of EME stress is a risk. 

Data Gaps and Data Quality 

High quality and readily available access to financial data is critical for regulators, supervisors, and the 
financial services industry. .\ccc.ss and comprehensiveness of daia is limited and gaps exist. For example, 
regulators lack sufficient data to thoroughly analyze ail repo markets. They are still unable to effectively 
monitor securities lending transactions and the reinvestment of cash collateral. In addition, some regulators 
still face difficulties in accessing data stored at swap data repositories (SDRs). However, regulators have made 
significant progress in addressing financial data gaps in recent years. They now collect real-time data from 
various markets and institutions, 'i hcrc has also been progress in rolling out the legal entity idcmificr (LEI ) 
to identify panics to financial transactions as well as in the creation of SDRs or sccurity-bascd swap data 
repositories (SBSDRs). The widespread adoption of LEI both domestically and globally, together with the 
work to enhance the consistency and availability of swaps data repotted by swaps data repositories, would 
improve the ability (jf regulators to monitor emerging risks in the financial system. 
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Housing Finance Reform 

CloTKlilions in the Jiousingand housing finance markets showed signs of impixn'cmcnf iti 201S. ahhongh 
chaiienges remain. } louse prices naiionaHy experienced strong increases in the beginning of ihe year 
wiih recent levels rising more moderately. Home purchasing levels rose rnodestlv, while loan performance 
also improved as fewer borrowers fell behind on their mortgages or missed their monthly payments. Amid 
these improving market conditions, home equity lending also rose. The government-sponsored enterprises 
(CiSEs) still provide llte in^orhy of financing for borrowers, though they continue to reduce their mortgage 
in\esimeni portfolios. In order to attract more private capital, the GSEs completed risk sharing transactk)n.s 
associated with S7.o billion in mortgages. AddilionalJy, the GSEs worked to create .signiOram inira.'^lnicmrc 
improvements to support the securitization market. Legislative reform efforts also have continued tvith 
legislation under consideration in the Senate and the House. 
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Amuial Report Recomniendalions 


3.1 Reforms to Address Structural Vulnerabilities 


3,1 .1 Reforms of Wholesale Funding Markets 


Tri- party Repo 

hi its 2013 annual report, the Council highlighted three mlnerabilities in the iri-party repo market; 

• Hem \' reliance by market participants on intraday credit extensions from the clearing batiks. 

• ^Veakness in the credit and liquidity risk management practices of many market panic ipanis. 

• l.ack o{ a mechanism to ensure that tri-party repo investors do tioi conduct disorderly, 
uncoordinated sales ol their collateral immediately following a broker-dealer's default. 

SigiiiBc:aru jirogress has been made over the pasi year in rednring market pariic.ipanis' reliance on 
intraday cr edit from the clearing banks. The share ofwiume funded intraday by the clearing banks 
fell from 92 percent in December 2012 to under 20 penrenl in December 2013. and is projected to fall 
beioiv the Trj- Party Repo Infrasti-ucture Reform Task Force's goal of 10 percent by Decenihei' 2014. Both 
dearing banks have re-engineered the seitlcment process in ways that require much less intraday credit 
extension and have increased the price of credit iliey still prov ide. Market pariicipanis now face .stronger 
incentives to manage their risk pnidently; many dealers have extended the weighted-average niaiiirity of 
their tri-party repo funding thereby sharply reducing their rollover risk exposure. 

General Coilatertil Finance (GGF) reprt activity, which .settles on the iri-j>ariy repo platfbrtn, is still 
relatively reliant on clearing bank intraday credit to facilitate settlement. Improving the resiliency 
of GCF repo settlement is a key focus of industry reform for 2014. The Council urges that market 
participants work to extend improvements in the tri-party repo seulemeni: process to GCF repo 
.settlement as soon as possible. 

Tilt' risk of lire sales of collateral by creditors of a defatthed broker-dealer, many of whom may 
flicmsdves lie vulnerable to runs in a stress cwni, remains ;ui important financial stability concern given 
the destabiliring effect such sales may have on markets atid their potential to transmit risk across a wide 
range of participants. The Council tetogiiizes that regulatory reforms implemented since the crisis, 
such as increases In the amoum ol'capital. liquidity, and margin changes for U.S. hroker-dealers, may 
help to niitigafc the risk of default. However, the Council advises all L'.S. regulators of firms that rdy 
on this market for funding to assess whether additional steps may need to he taken to further increase 
tri-party repo borrowers' protection against funding runs in the bioader context of liquidity regulation. 
The Council also urges coordination between market participants and financial regulators to address 
tlic risk of post-defaulf fire sales of assets by tri-party repo investors. 
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Transparency 

Tbe Council recognizes that while activity has become more transparent in some areas of the wholesale 
funding markets, such as GCF repo and iri-party repo, improvements are needed in other segments of the 
market, notablv bilateral repo and securities lending. Regulators and policymakers will have a growing need 
for inforniaiion as they attempt to monitor and assess how regulalctry reforms are affecting wholesale binding 
market functioning and how risks evolve in these markets. The Council recommends that all member 
agencies continue to collaborate with the OFR to improve transparency in this area of the financial svsrcm. 

fi^oney Market Funds 

In June 2013, the SF.C proposed rules to reform the structure ofMMFs in order to make them less susceptible 
to runs. The SF.C's proposal Includes two principal changes that could be adopted alone or in combination. 
One alternative would retpiire a floating net a.ssct value (NAV) for prime inslit utional MMFs. 'i'he othei' 
alternative would allow the use of liquidity fees and redemption gates in times of stress. The proposal also 
inchtdes additional diversification, disclosure, and stress lesling measure.s that would ajiply under eiiher 
ahernatit e. The SEC's proposed relbrms would supplement the MMF reforms adopted by the SEC iti 2010 
that were de.signed to improve the risk-limiting conditions on MMFs by. among other things, itistkining 
minimum liquidity requirements, reducing MMFs’ weighted-average maturities, and enhancing the credit 
quality of holdings. 

In November 2012, the Council, under Section 120 of the Dodd-Frank Ac t, issued a proposed 
recommendation that the SEC implement structural reforms to mitigate the vulnerability ofMMFs to runs. 
That jrroposed recommendation included three aliernative.s for public consideration; (1) a floating N,4V; (2) 
a stable NAV with a NAV buffer of up to 1 percent and a mininuun balance at risk of roughly 3 percent of a 
shareholder’s account value; and (3) a stable NAV with a 3 percent NAV bulTer in addition to other measure.s. 
including more stringent diversification, liquitliiy. and disclosure requiremems. 

When making the proposed recommendation, the Council slated and reiterates today that the SEC, by virtue 
of its instictitional expertise and statutory aut hority, is best positioned to implement reforms to address the 
risk that MMFs presem to the economy. The Council does not expect that it would i.ssue a final Section 121) 
recommendation to the SEC, if the SEC moves forward with meaningful structural refonns of MMFs, The 
Council understands the SEC is currently in the process of reviewing public comment, s on its propo.secl 
reforms, and the Cotmcil recommcjicls that tlie SEC move forward and atk^pt structural relbrms designed to 
addiTss MMF run risk. 

The Council recommends that its member agencies examine the nature and impact of any structural refonn 
of .MMFs that the SEC inipleincnis to determine whether the same or similar refonns are appropriate for 
other cash-management vehicles, including non-RuIe 2a'7 .MMFs. Such att examination would provide for 
consistency of regulation while also decreasing the po.s.sibility of the movement of assets to vehicles that are 
su.s< eptibic to large-scale runs or oihcrwi.se pose a threat to finaticial stability. 

3.1.2 Housing Finance Reform 

In the past year, there were signs of considerable improvement in the rcsicleniial housing market. Home 
prices increased, delinquency rates declined, and home sales strengthened. 1 loivcvcr, ilic housing finance 
system remains highly reliant on federal government support, with nearly 80 percent of newly originated 
mortgages in 2013 carrying some fonn of government backing. The deielopment and implementation of 
broad refornss for the housing finance system that fosters the involvement of more private capital is critical. 
Congress is aciivelv debating the issue. The House Financial Services ComtniUee approved legislation in July 
2013. and members of the Committee have released additional proposals for consideration. In the Senate, 
members of the Senate Banking Committee introduced legislation in june 2013; and leadership of the 
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Coinniittee releasee! a draft proposal in March 2014, which builds upon the earlier legislation. The (iouiicil 
recommends that ihe Treasury, U.S. Department of Housing and Urban Development (HUD), and FHFA 
continue to work with Congress and other stakeholders to develop and implement a broad plan to reform 
the housing finance system. 'I'hcsc efforts, along with some of those described below, should help to reduce 
unccriaiuty in ilic housing iiiiance market, provide access for creditworthy borrowers, and protect taxpayers. 

Review of 2013 Recommendations and 2014 Goals 

Since the Council's 2013 annual report, member agencies have advanced reform in many ways, including: 

• The GSEs achieved FHF.Vs targets for risk-sharing transactions and reductions in their mortgage 
investment portfolios in 2013. The GSEs engaged in multiple types of risk-sharing iran.sactions 
associated with S75 billion in mortgages. In addition, the GSEs met the target of disposing of ,0 percent 
of the less-liquid portion of their mortgtige investment portfolios, while meeting the o\erai! goal of lo 
percent reduction. 

• Member agencies made progress on finalizing the risk-retention nile. reepiired by the Dodd-Frank .Vet, 
by reviewing and inviting cominenis e>n a retksed proposal in August 2013. 

• FHIA and the GSEs continued to make progress on the det'elopment of a Common Securitization 
Platform (CSP). These efforts itiduded analyzing functions, testing capabiliiie.s, and establishing an 
operating structure. 

Notwithstanding the above, ftirther progress needs to be made in 2014. Outlined below are step.s Council 
members jilati to (akt; in 2014 in order to help meet the Council's housing finance goals. 

Reducing the GSEs’ Footprint 

In 2014, FHFA plans to continue encouraging the development of risk-sharing transactions in terms of 
.size, depili, and type,s of transactions. In addition. FHFA plans to cominue efforts to reduce the size of the 
GSEs’ retained investment porttblios with a focus on less-liquid assets. The Council recommends that FHFA 
camtimie these efforts in order to help bring more private capital back info mortgage finance. 

Facilitating increased Private Mortgage Market Activity 

New i.ssuc nonguarameed mortgage is-smuice remains significantly depressed comparcd to historical 
averages. A significant amount of uwk remains to foster incvcjvscd levels of private activity in tlie mortgage 
finance market. To help facilitate tins, the Cotmcil recommends that the relevant agencies contiiuu' their 
work to finalize the risk-rcieiuion rtile. including the qualified re-sidcuiial mortgage (QRM) definition. More 
broadly, FHFA. Treasury. HUD, CFPB, and Congress must continue to address the weaknesses that became 
evident in the recent housing crisis by promoting the development of standanls and best practices in the 
mortgage market. While some testing of different approaches to better clarify representations and warranties, 
enforcement mechanisms, and other terms has begun, the Council recommends coiuinuing collaboration 
and standardization among market participants and regulators in the.se areas. 

Building a New Housing Finance infrastructure 

The GSEs have made progress !owar<l developing and improving infrastructure through the CSP and 
standardization in various aspects of the mortgage finance market. In October, the GSEs csiabiished a 
joint venuire. Common Securitization .Solutions, LLC, which will own the CSP and related hirsiness and 
operational functions. In 2014. FHFA plans to complete the scoping of the CSP’s functional requirements 
and develop GSE/CSP integration plans. The Council recommends FHFA continue to explore changes to tlie 
GSEs’ operations that would lead to a more efficient and sustainable mortgage market. 
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3.1.3 Reforms Relating to Reference Rates 

In its 2013 annua! report, the Council recommended iniernaiional cooperation for the developmcni of high- 
ievci principles for financial benchmark governance, controls, data sufficiency, and oversight. The Council 
also recommended U.S. regulators cooperate with foreign regulators, international bodies, tind market 
participants to promptly identify alternative interest rate benchmarks anchored in observable transactions 
anci supported by appropriate governance structures, and to develop a plan to accomplish a transition to new 
bcncimiarks while such alternative benchmarks were being identified. While some progress lias been made, 
more work is needetl to achieve ihe.se recommendations. 

In addition to achieving the aforementioned efibrLs, the Council recommends that U..S. regulators conlinue 
to cooperate with foreign regiilatcjrs and official sector botiies in their assessment of market ])raciires and 
benchmarks in the FX markets. The Council also recommends that U.S. agencies con.sider the International 
Organization of Securiiie.s ComniLssions f IOSCO) principles into their ongoing assessmcnl of financivtl 
benchmarks in the United States. Finally, the Council recommends developtncni of a plan to iinpletnent. a 
smooth and orderly transition to any new benchmarks. 

3.2 Heightened Risk Management and Supervisory Attention 

3.2.1 Developments in Financial Products, Services, and Business Practices 

It! recent, vears, tite financial svsiem has undergone significant changes restiltirig from technology, 
com]>elil.ive forces, and new regulations. While such changes and advancemenls can creal.t; significant 
benefits, unforeseeable risks can potentially arise itt nesv (brrns and venues. The Council recoiinnen(l.s iliat 
members and member agencies remain attentive to the potential implications for financial .staliiliiy that may 
arise from developments in financial products, bu-siness practices, and migration of activities in the 
financial .system. 

.Specifically itt tlte case of nonbank mortgage servicing companies, a large amonm of mortgage servicing 
rights (MSRs) have been sold to nonbank mortgage servicing companies in recent years. These companies are 
subject to regulation by the (.Tl'K uruler federal consumer financial laws and are, imporuuu counierpartie.s 
to the GSEs. Prudential standards at the state level consist of bonding and net worth requirements. The 
Council recommends that, in addition to continued monitoring, state regulators work together to collaborate 
on prtidential and corporate governance .standards to strengthen these companies, in collaboration with the 
CFPR and FHF.'\. as may be deemed appropriate, 

3.2.2 Capital, Liquidity, and Resolution 
Capita! and Liquidity 

Considcral)lc progrc.ss is being nutde on robust capital and liquidity planning at U.S. finttncial instittitions, 
The Federal Reseia e continues to conduct its supervisory stress tests to ensure that the largest U.S. B1 IC.s 
have sufficient capita! an<l rigorous fonvard-looking capital phmning processes to enable bankirig firms 
10 continiK- optrr.ttions throughout periods of severe stress. N'CUA recently finalized a stress testing and 
capital planning requirement for credit unions over $10 billion in assets. The Federal Reserve also recently 
fiitalizcd enhanced prudential standards, including enhanced capital and liquidity .standards, for the largest, 
domestic BHUs anti foreign banking organizations (FBOs) with a U.S. bankitig presence. In July 2013. the 
feder al battking agencies finalized regulatory capital rules that impicmem Ba.scl III rclonns. The Cotmrii 
recommends that the agencies continue to promote forw'ard-looking capital and liquidity plaiiiiing at large 
Bl ICs, U.S. operations of FBOs, and other depositories. 
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While nuui} (li!Tcrciu forms of fimdifig arc an itilcgral pari of the iradiiional banking modcL ru tii.s shonkt 
divcisife ihcir fuiKling base ajui place prucleot liniUs on the volume of credit-sensitive, shori-ierni lial.iiliues. 
On liquid it V risk inanagemeni, die (Council recommends lhai supervisors and private sector risk managers 
closely monitor the risks inherent iti short-term funding of longer-term assets. In 2013, the federal banking 
agencies proposed a liqniciitv coverage ratio (LCR) that would strengthen the liquidilv position ol large 
banking firms. The Council recommends that the agencies continue to work cxpcdiiiouslv to fmalizc the 
l.CR and continue work on potential quantitative rules that would address longer-term liquidity needs for 


Resolution plans ;uid llie OLA, in conjunction with enhanced prudential standards, are critical elements of 
Dodd-Frank Act reform. KlTcciive resohirion planning for the largest financial instiJuiions is an import ant 
io<>l to address the (.iperaiionai ami legal complexiiy of these firms on an ongoing basis. .All B! ICs with it>ial 
ronsoliriaied assets of .SoO Irillion or mort- and iionbank financial companies designated Iw the Conn< i! for 
supervision by the hederal Reserve are requiretl to develop, maintain, and peritMlically siibmit resolution 
plans that would iaciluate these entities' resoluiion under the Bankrttpicv' Code. If the Federal Reserve and 
the FDIC joituly determine that a resolution plan is not credible or would not facilitate an ortlerlv resolutioti 
under the Bankrupicv Cotie. tlien the company mti.si resubmit the plan with revisions. Iftlie company fails to 
resubmit a ci edible plan that would result in an orderly resoluiion under the Bankruptcy Code, liic Federal 
Reserve and llie FDIC uiay joinily itnpose more stringent capital, leverage, or liquidity reqtiiremeius; growth, 
activities, or opera lions resu ictions; and. alter two years and in constiUation with tlu; Council, 
divestiture requirements. 

In 2013. n financial institutions, including ihose with nonbank assets greater than .S'ioO billion, .submitted 
the .second submission of their resolution plans, including information responding to guidance pro\ ided 
to the firms by the Federal Reserve and FDIC. in 2013. 120 additional firms siihniitted their initial 
resolution plans. The Federal Reserve and FDIC are reviewing and analyzing all submissions received during 
the year, The Council recommends that the Federal Reserve and FDIC coniimie to implement their authority 
iit a manner that fosters sound rcsohiiiou planning and be(«T pr<-parfs firms ;m<l anih<.>riiies for a rafiid and 
orderly resolution under the Bankruptcy Ctxle. 

Tlie United .Staie.s has been working diligently to develop the capabilities needed for an orderly resolution 
ofa global sysicTuicaDy important financia] instiiution (G-SIFI) using the Ol..\ provided in the Dcidd-Frank 
Act, Tilt: FDIC issued a Federal Register notice for comntem cm the single point of entry (.SROF) strategy, 

.An important part of this effort has involved working with foreign cotinterparis to establisli a framework for 
elTectivc cross-border cooperation in the event a C-.SIFI requires rcsoiuiion. The Council reconimencls that 
llie FDIC and Fedevitl Reserve continue to work with international ccmrirerparis to identify and address is,sues 
of mutual concern as the FDIC devel<.)ps strategies for the orderly resolution of C-SIFls. 

3.2.3 Risk of Increased Interest Rate Volatility 

Depository institutions, Broker-Dealers, and Bank Holding Companies 

While financial markets experienced a significant ri.se in interest rates this past year, the overall levels o{'rate.s 
remain quite low bv Instoriea) siamlards. The extension of the low interest rate period continued to weigh 
on earnings of hanks, credit unions, and broker-dealers, further inceiuivizing risk-.seeking behavior such as 
extending liie duration of assets am! easing lending standards. Duration extension and increased ciedil risk- 
taking mav increase short-term profits, but at the risk of potentially large los.ses in the event ofa sudden vichi 
etirvc steepening, a large rise in rates, or a significant widening of credit sprcad.s. The Council reaimmends 
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that supervisors, regulators, and firm managemcni continue to monitor and assess the growing risks resulting 
from the continued search-for-yield behaviors as well as the risks from potential severe interest rate shocks. 

insurance Companies 

Despite a significam rise in longcr-tenn interest rates this past year, the insurance industry continticd to 
report investment margins that were below historic averages. If historically low interest rates persist, insurance 
companies could face a challenge generating investment returns that are sufficient to meet the cash flow 
demands of liabilities. Some insurers have extended portfolio durations or invested in lower credit quality 
fixed income assets, or both. Some ha\x: also incrca.scd investraeuts in commercial mortgage loans, equity 
real estate, and alternative assets such as private equity funds and hedge funds, all of which are generally less 
liquid than investment-grade fixed-income investments. .Movement into longer-dtiration, kwver-tjuality, and 
less liquid assets increases the vulnerability of insurers to surges in interest rates. Life insurers, which typically 
have inve-si.menis in longer-duraiion fixed-income assets that are held to maturiiy to match long-tail liabilities, 
are vulnerable to interest rate volatility if they have to sell such assets prior to maturiiy to meet liability cash 
flow demands. The Council recotumemls that FIO and stale in.surance regulators conitnne to monitor and 
assess interest rate risk resulting from severe interest rate shocks. 

3.2.4 Operational Risk 
Gybersecurity 

The vulnerabilities posed by cross-sector dependencie.s and interconnected systems across firms, markets, 
and service providers can lead to significant cybcrsecurity risks. These risks could impact economic security, 
demanding a coordinated and collaborative government-wide commitment and partnership with the private 
sector to promote infrastructure security and resilience. 

The Council recommends that the Treasury continue to work with regulators, other appropriate government 
agencies, and private .sector financial entities to devriop the ability to leverage insights from across the 
government and other sources to inform oversight of the financial sector and to assist in.siiiutions, market 
utilities, and service providers that may be targeted by cyber incidents. The Council recommends that 
regulators continue to undertake awareness initiatives to inform institutions, market utilities, service 
providers, and other key stakeholders of the risks associated with cyber incidents, and asses.s the extent to 
which regulated entities are using applicable existing regulatory requirements and non-regulatory principles, 
Including the National institute of Standards and TechiK)U»gy (NIST) Cybersecurity Framework. 

The Council recommends that financial regidators continue their effort.s to assess cyber-related 
vulnerabilities facing their regulated entities and identify gaps in oversight that need to be addressed. The 
Council also recognizes the overarching contribution the private sector makes to infrastructure cybersecurity 
and urges continued expansion of this work to engage institutions of all sizes and their service providers. 

The Council recommends that the Unancc and Banking information Irtfrastructure Committee, financial 
institutions, and financial scctc>r coordinating bodies tsiablish, update, and test their crisis communication 
protocols to account for cyber incidents and enable coordination, and with international regulators where 
warranted, to assess and share information. 

In addition, the Council recognizes the importance of removing legal barriers to information sharing 
between public and private sector partners to enhance overall awareness of cyber threats, vulnerabilities, and 
attacks, including through C-ongress’ passage of comprehensive cybersecurity legislation. 
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Market infrastructure and Market Continuity 

Operadonal risk includes the risk of malfunctions in the technology of automated markeis. While such 
snalfunctions can have varying degrees of market impact, they can potentially erode market confidence and 
affcci the strength and resilience of the financial s)’stcm. In the past y'car, there wre several disruptions 
iii market infrastructure systems that are designed to facilitate the transmission of data and support other 
amornated trading systems. 

During 2013, regttlaiors took various approaches to continue to address infrastructure and automated- 
trading system vulnerabilities. The Council notes that, although most of the concerns raised relate to 
activities occurring on public and centralized exchanges and venues, such technology issues can have similar 
rantificalions in other markets, each of which rely on automated systems. The Council also recognizes that 
aUernaiive trading venues and metliods may present opterational and other risks by magnifying system-wide 
complexilv. These vulnerabilities may be heightened, particularly in fragmented markets, by high frequency 
or low latency automated tratiing activities. As such, regulators should focus not only on centrally-traded 
products, but also on a broader set of financial producLs and trading methods that tratle off exchanges. 

3.2.5 Data Quality and Comprehensiveness 

Data standacfls are critical hecau.se they facilitate the sharing, exchange, comparison, and aggregation of 
data for analysi.s and risk manageinetu, and because they reduce costs. Standards are particularly important 
to assure quality in <lata collectiotts. Data should be prerist^h' defined anti appiopriateiv siored and prolecied. 
Alst), domestic and cross-border exchange of supervi.sory data among supervisors, regulators, anti fmanciai 
stability authorities should be facilitated in a manner that safeguards ( he coufidemiality and privacy of .such 
information. The Council recovnujends that regulvttors and market participants continue to work together to 
improve the quality and coniprehen.sivcness of financial data in the United Slates as well as gloftally. 

The I.EI is a valuable tool to precisely identify the parlies to particular financial iransaeiions, which is 
essentia] for effective counterparty risk managemem and related purposes. The Council recommends tliat 
members and member agencies continue to evaluate the use of ibe l.F.I and promote, where appropriate, 
its use in report ing requirements and rulemakings. The Council notes that several of its member agencies 
actively pariicipaie in the global Regulatory Oversight Council, which currently governs the LEI initiative. 

The development of financial product identifiers, such as the unique mortgage identifier (UMl) is another 
important step in ituproving the quality of financial data. Tltc Ccmncil rccommend.s that this important 
w'ork continues. 

For derivatives markets, sw'aps must now be reported to new entities known as SDRs and SBSDR.s. It 
is important tliat these data be sufficiently .standardized for effective analy.sis by regulators and tvith 
appropriate aggregation and protection for public dissemination. In addition, regulators' access to these data 
remains a challenge both in the United States and globally. The Council recommends that members and 
member agencies work with international regulators to promote high standards in derivatives thiui reporting 
and recommends that impediments to U.S. authorities' access to data siored at repositories be resolved. 

Addressing data gaps also is critical. While regulators have broadened the scope of data they collect since 
the crisi.s, .significant gaps remain. Specifically, with respect to the repo and securities lending market.s, 
member agencies still do not. have complete data encompassing these markets. The Council recommends that 
members, member agencies and the OFR continue to work together to fill these data gaps. Also, following on 
the OFR’s study on Asset Management and Financial Stability, which was prepared at the Council's request, 
the Council recommends that member agencie.s and the OFR discu.ss additional sources of data for that 
indu.sfrv, particularly with respect to the management of separate accounts. 
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M. . roci onoinic Enviroiunciu 
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4.1 U.S. Economic Activity 


4.1.1 Chai^ in Real Gross Domestic Product 


4.1 .1 Real Gross Domestic Product 

Economic growth pickcfi up soiuewhat in 
20i‘k with real gross domestic product (GDP) 
expanding an esiiinaied 2.6 percent following 
a gain of 2 percent in 2012 (Chart 4.1.1). Some 
oftlti.s modest acceleration owes to factors likely 
to he temporary, suc h as an increased pace of 
inventory invesinieni. More persistent sources 
of limil demand strengthened in the .'second 
half of the year. ( Consumer spending stepped 
tip mixlesily, rei let ting improving lahcm market 
conditions and rising equity and house prices. 

In contrast, changes in federal Hscai policy had 
a dampening effect on demand: the expiration 
of the temporary payroll tax cut and income tax 
increases for high-income households limited 
consumer spending, together with sizable 
reductions in federal goverrmieni purchases, 
partict.i!ai'}y for defense, weighed negatively tm 
domestic deinatid. Additicmally, !)>' rnici-year the 
on-goii5g recovery in the hot.ising market sk*wed 
in response to a rise in mortgage rates. 

Consumption and Residential Investment 

.Real personal consumption expenditures 
increasetd at a iiiocierat.e pace of 2.8S percent 
in 201:1, supported l>y improvements in 
labor market conditions, continued growth 
in household net worth, irnprovemcnt.s 
in credit availability, and more optimistic 
levels of consumer sentiment (Chart 4.1.2). 
Nevenhek'.s.s, consumer seniimeiU remains 
below pre-crisis norms, labor uncler-utili/aikni 
continues to be elevated, and credit availability 
remains limited for many households with 
constrained financial rc.source.s or credit 
history. Growth in real disposable income was 
modest in 2{).18. in pan reflecting the rise in 
payroll and income taxes at the start of the year. 

Housing activity continued to step up through 
the first three quarters of 2013. supponed by 
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4.1.2 Change in Real Personal Consumption Expenditures 


Percent A50f-2013Q4 Percent 



Mrihons of units AsOf: Maf-2014 Millions of Units 



Macrooc' 


io Knviranrr'Giu 





99 


4.1.4 Net Change in Nonfarm Payroll Employm«»t 

Thousands of Jobs As C«: Mar-2014 Thojsartds erf Jc^ 
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4,1.5 Civilian Unemployment Rate 

Percent As Of: Mar-2014 Percent 



Source: BLS, Haver Analytics Note: Gray bars signify N^R recessions. 


4.1.6 Labor Force Participation Rate 


Percent 


As Of; Mar-2014 



68 

67 


65 

64 

63 

62 


Source:BLS, Haver Analytics Note: Gray bars stgrtify f^R rec^skms. 


improving labor market conditions, pent-up 
demand from depressed household formation 
rales during the recession, and historically low 
mortgage rates. Between June and August, 
mortgage rates rose about 1 percentage point 
and remained near this level for the rest of 
2013. Following this increase, housing starts 
(Chart 4.1.3) and sales of new and existing 
homes all turned down in the fourth quarter, 
alliiough some of this may be due to adverse 
weather conditions towards the end of the year. 
For the year, housing demand was still likely 
restrained by more conservative underwriting 
standards, especially for individuals with lower 
credit scores (see Section 5.1.4), 

Business Fixed investment 

Rea! business fixed investmem rose moderately 
in 2013. Growth in business investment was 
stronger in the second half of 2013 than in 
the first half, supporied by (he acceleration in 
business output and general economic activity, 
and with earlier uncertainties around the 
debt ceiling having faded (see Box A). Also, 
supportive of business investment for the year 
were favorable corporate financial condUions, 
with high profitability, historically low interest 
rales on corporate bonds, and improving 
financial terms for business ioaii.s. However, 
high vacancy rates and relatively light financing 
for building investment continue to weigh on 
business investment in new structures. 

Government Purchases 

The contraction in real government purchases 
at the federal level more than offset the small 
gains in purchases at the state and local levels. 
Real local and state government purchases 
edged up slightly over the year, after declining 
sharply in 2010 and 2011 and flattening out in 
2012, mainly owing to improving budgetary 
conditions driven by increases in tax revenues. 
Real federal government purchases fell at a rale 
of 6 percent over the year, after decreasing 2 
percent in 2012, with large declines in defense 
and nondefense spending reflecting the budget 
caps, the sequestration, and the ongoing 
drawdown in overseas military operations. 
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imports and Exports 

Real exports of goods and services strengthened 
in 2013, boosted by improving foreign GDP 
growth in the second half of the year and by 
strong sales of petroleum products — associated 
with the boom in U.S. oil production — and 
of agricultural goods, imports increased for 
the year as well, consistent with the pickup in 
domestic aggregate demand. Altogether, net 
exports made a small but positive contribution 
to real GDP growth in 201.3. 

4.1.2 The Labor Market 
The labor market continued to improve in 2013, 
although it is far from having fully normalized. 
Nonfarm payroll employment increased at an 
average monthly rate of 194.2.30 jobs in 2013 
(Chart 4.1.4}, similar to the pace over the 
previous two years. The private sector added 
on average 197,000 jobs per month, while 
government payrolls dropped at an average rate 
of 3,000 per month. 

These job gains helped reduce the 
unemployment rate from 7.9 percent at the 
end of 2012 to 6.7 percent in December 2013 
(Chart 4.1.5). Nonetheless, the unemploymeni 
rate remains elevated. Additionally, labor 
force participation ha.s continued to fall, 
dropping another 0.6 percentage points since 
the end of 2012 and bringing the decline since 
the beginning of 2008 to just less than 3.25 
percentage points (Chart 4.1.6). 

In December 2013, 38 percent of iinemployed 
workers had been out of work for more than six 
months (Chan 4.1.7). .Much of the declining 
trend in the labor force participation rate 
may be due to ongoing demographic changes 
related to the retirement of the baby boomers. 
Howevt’r, some may also be due to cyclical 
factors, such as discouraged job seekers leaving 
the work force. 

The high rale of unemployment in the current 
economic expansion has raised concerns that 
the naiiiral rale of unemployment may have 
risen over the past few years in the United 
States. Howev er, the continued decline in the 


4.1.7 Long-Term Unemployment 
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4.2.1 Debt to Assets for Nonfinanciai Corporations 
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4.2.2 Bank Business Lending Standards and Demand 
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4.2.3 Nonfinancial Corporate Bond Default Rate 
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Source: Moody's Note: Default rates are annual rates ceOciriated on a 
Investors Service quarterly basis. Gray bars si^Wy NKR recessioos. 


4.2.4 Noncurrent Commercial and Industrial Loans 
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4.2.5 Noncorporate Assets 



Source: Flow of Funds, Haver Analytics 


rate of unemployment suggests the natural 
rate may be normalizing. Wage growth for 
those employed remains subdued by historical 
standards. 

4.2 Nonfinancial Balance Sheets 

4.2.1 Nonfinancial Corporate Sector 

In 2013. corporate balance sheets remained 
strong as profits grew. Continued grnwih in 
earnings supported further rises in the share 
prices of nonfinancial corporations and allowed 
them to boost capital (see Section 5.1.3). 

Improved credit quality and corporate profits, 
as well as the low level of interest rates and 
declining spreads on corporate debt, supported 
substantial gross borrowing in corporate bond 
markeis by nonfinancial linns (Chart 4.2.1). 
Refinancing accounted for a record share and 
volume of corporate leveraged loan.s, more than 
doubling to S682 billion in 2013 from $283 
billion in 2012. Total outstanding bank and 
nonbank ktans to the nonfinancial corporate 
sector increased modestly in 2013. Commercial 
and industrial (C&I) loans funded by banks 
continued to rise. Rank respondents to the 
Federal Reserve’s Senior Loan Officer Opinion 
Survey on Bank Lending Practices (SLOOS) 
reported stronger demand for C&I loans by 
large and mediuni-.sized firms for twelve of the 
last ses’enteen quarters as well as some easing of 
iinderwi iiing standards for sixteen of the last 
seventeen quarters (Chart 4.2.2). 

.\vailable indicators of corporate credit 
quality point to continued improvement. The 
default rate on nonfinancial corporate bonds 
continued to decline in 2013 (Chart 4.2.3), as 
did delinquency rales on C&I loans 
(Chart 4.2.4). 

4.2.2 Noncorporate Business Sector 

Compared to conditions in the corporate 
sector, financial conditions in the noncorporate 
business sector have improved at a slower 
pace. This sector, composed primarily of small 
businesses, accounts for slightly less than 
one-third of total nonfinancial business debt 
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outstanding. However, since small businesses 
generally have access to a narrower range 
of financing options than corporations, the 
majority of small business debt is composed of 
bank loans. Therefore, developments in the 
noncorporate business sector affect the health 
of many banks' balance sheets, especially for 
smaller banks. 

Real estate represents the majority of assets 
owned by noncorporate businesses {Chart 
4.2.5). The decline in real estate collateral 
values since the beginning of the financial crisis 
has hampered noncorporate borrowers’ ability 
to borrow from banks. However, there are signs 
that credit conditions are gradually improving, 
.supported by rising real estate values and 
improving business conditions. Net borrowing 
by nojifinanciai tioncorporale bnsiiiessos, 
which had dropped dramatically through 2010, 
was slightly positive for most of 2013 except 
immediately following the federal government 
shutdown (Chart 4.2.6). Respondents to the 
SLOOS noted some easing on loan standards 
for small firms, while demand for loans by ssmall 
businesses generally continued to be tepid 
(Chart 4.2.7). Additionally, according to the 
National Federation of Independent Businesses 
(NFIB), the number of small businesses 
indicating difficulty in obtaining credit 
continued its downward trend in 2013 
(Chart 4.2.8), 

4.2.3 Household Sector 

Household debt increa.sed sharply in the yeans 
leading up to the financial crisis, reaching a 
high of 135 percent of disposable personal 
income in the third quarter of 2007. Since then, 
households have been deleveraging. By the 
end of last year, the ratio of household debt to 
disposable income had declined to its 2003 level 
of roughly 104 percent (Chart 4.2.9), mostly 
due to decreases in outstanding mortgage debt, 
which accounts for about three-fourths of all 
household debt. The contraction in mortgage 
debt appeared to halt in the third quarter of 
2013 (Chart 4.2.10). The apparent bottoming 
out of mortgage debt follows continued 
housing-market activity and a pick-up in home 


4.2.6 Net BtHTOwmg by Nonfinancia! Noncorporate Businesses 
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4.2.8 Small Businesses' Difficulty Obtaining Credit 
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4.2.9 Household Debt as a P«-cent of Disposable Pwsonal Income 


Percent As Of: 2013 04 Percerrt 
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Source: BEA, Flow of Funds, Note: CWier Hoi^hcrtd DeW indudes 
Haver Analytics debts ctf both hous^tolds and nor^srdits. 


4.2.10 Private Nonhnanciai Debt 


Percent of Nominal GDP As Of: 2013 Q4 Pwcent of Nominal GDP 
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4.2.1 1 Household Debt Service Ratio 
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prices last year, aided by low mortgage rates and 
improving labor markets. Borrowers with high 
credit scores and equity generally have access to 
conforming GSE-backed mortgages, and federal 
programs have extended refinance assistance to 
borrowers in agency-guaranteed loans without 
equity, but access to credit by other borrowers 
remains light relative to pre-crisis levels. 

Slow debt growth, historically low interest 
rales, and modest increases in employment 
and income have reduced the household debt 
service ratio (ihe ratio of debt service payments 
lo disposable personal income) to 30-year 
lows (Chart 4.2.11). Reduced debt burden.s 
have allowed households to slowly but steadily 
become more current on their debts. Since 
2009, the percentage of household debt that 
is delinquent ha.s decreased from 12 percent 
to 7 percent. !)ut still remains .significantly 
above pie*crisis levels. Tlte share oi' seriously 
delinquent debts also remains at roughly 2008 
levels (Chart 4.2.12). Moreover, while aggregate 
measures of the debt burden have improved, a 
large number of households continue to face 
difficulties nieciing ihcir financial obligations, 
and many are still underwater on their 
mortgages. 

Aggregate household net worth (the difference 
between a.s.scts and liabilities) rose about $10 
trillion in 2013 to a historical high of nearly $81 
trillion (Chart 4.2.13). The ratio of household 
net worth to disposable personal income also 
increa.sed. Capital gains from rising asset prices, 
especially corporate equities, accounted for 
most of the increase in net worth, though active 
saving, and the decline in outstanding debt 
noted above, also contributed in smaller part. 
Ownei-s’ equity as a share of hou-sehoid real 
estate continued to move up with rising house 
prices and falling mortgage debt, although 
it still remains about 8 percentage points 
below its 1990 to 200.5 average (Chart 4.2,14). 

As discussed in Section 5.1.4. the share of 
mortgages underwater declined. 


20 
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Unlike mortgage debt, non-inortgage consumer 
credit, which accounts for slightly more than 
20 percent of iota! household debt, has been 
growing over the past three years. During 2013, 
consumer credit outstanding increased about 
6 percent to $$ trillion. Auto loans and student 
loans accounted for almost all of this increase 
(Chart 4.2.15). Costs of education rose, and 
federal programs remained the dominant 
source of education lending, continuing to 
expand at a rapid pace in 2013. 

The increase in auto loatis reflects availahilityof 
credit and rising consumer demand for motor 
vehicles. About $75 billion of auto loan asset- 
backed securities (ABS) was issued in 2013. 
Siibprime auto loan ABS issuance reemerged, 
although reportedly with stronger credit 
support than before the crisis. 

Inclicaior-s of changes in the demand for 
credit were mixed in 2013. Respondents to the 
SLOGS reported stronger demand for credit by 
consumers, especially for auto loans. However, 
credit applications were little changed, on net, 
ewer the year, and remained generally subdued 
relative to the pre-crisis period (Chart 4.2.16). 

Although last year’s delinquency rates on auto, 
credit card and mortgage loans fell to 2008 
levels, delinquencies on student loans and home 
equity lines remained considerably higher than 
their pre-crisis levels (Chart 4.2.17). Lower 
delinquency rates for revolving credit and 
auto loans in 201.3 likely reflected, in part, the 
composition sliift toward borrowers with higher 
credit scores. The delinquency rates oti these 
loans to consumers with priviie and super-prime 
credit scores are currcmly near their historical 
averages. 

While households are becoming more current 
on most types of debt, the delinquency rate on 
student loans outstanding rose to 12 percent 
at the end of 2013. Large and growing .student 
debt burdens and continued weakness in labor 
markets have pushed many younger borrowers 
into delinquency, despite the longer grace 
periods that typically accompany student loans. 


4.2.12 of Household Debt by Delinquency Status 
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4.2.13 Household and Nonprofit Balance Sheets 
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4.2.14 Owners’ Equity as Share of Household Rea! Estate 
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Source: Flow of Funds. 
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Note: Gray bars signify NBER recessions. 
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4.2.15 Components of Consumer Credit 


Billions of US$ As Of; 2013 04 B«aisofUS$ 
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Source: FRBNY Consumer Credit Note: Gray Bar signSies 

Panel/Equifax, Haver Analytics NBER recesaai. 


The risk to lenders is mitigated by the fact 
that both federal and private student loans 
arc difficult to discharge in bankruptcy, and 
that the federal government has extraordinary 
collection authorities, l lowever, rising student- 
loan debt burdens and delinquencies tnay 
have implicaiions for households. Despite 
features of federal student loans that facilitate 
flexible repayrrumi and loan modifications, 
high student-debt burdens may dampen 
consumption and could impact household 
demand for housing purchases in coming years, 
as heavily indebted and delinquent borrowers 
may be less able to access mortgage credit. 


4.2.16 Applications for Credit 


Millions of Inquiries 
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Source: FRBNY Consumer Credit Note: Number oiEqu'iaxinquitieswcthine 
Panel/Equifax, Haver Analytics morshs Gray bars signify nber recessions 


4.2.17 90+ Day Delinquency Rate by Loan Type 

Percent As Of: 2013 Q4 Percent 
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4.3 Government Finance 

4.3.1 Federal Government 

The deficit in the federal unified budget was 

4.1 percent of nominal GDP in fiscal year 2013, 
a 2.7 percentage point reduction from the 6.8 
poreem deficit posted in 2012. Outlays declined 
modestly reflecting spending restraint from 
the 2011 Budget Control Act and sequestration. 
Revenue growth in 2013 was strong owing to 
policy changes — the expiration of the payroll 
tax cut, the reduction in bonus depreciation 
allowances, and provisions applying to high- 
income taxpayers in the American Taxpayer 
Relief Act and Affordable Care Act — as well 

as solid growth of taxable incomes of both 
corporations and individuals. 

The medium-term budget outlook is subject 
to considerable uncertainty with respect to 
the performance of the economy, the future 
stance of fiscal policy, and other factors such 
as the pace of health care cost growth. The 
Congressional Budget Office estimates that the 
deficit will continue to decline fo 2.6 percent 
of GDP in 201,5, owing in large part to robust 
revenue growth as the economy continues to 
recover and changes in tax law provisions, 
especially the bonus depreciation provision. 
Starting in 2016, the deficit is expected to 
gradually increase, reaching 3.7 percent of GDP 
by 2024 (Chart 4.3.1). The rise in the deficit is 
driven primarily by projected increases in Social 
Security and health care costs due to the aging 
of the population and the expectation that 
pei>capiia health care expenditures will grow 
faster than GDP, as well as increases in interest 
payments (Chart 4.3.2). The ratio of debt held 
by the public to GDP is expected to drift up 
as the projected deficit.s are not low enough to 
.stabilize the debt-to-GDP ratio (Chart 4.3.3). 


4.3.1 Feder^ Unified Budget Surpius/Deficit 


PercentcrfGDP AsOf;Apf-20l4 PercentofGDP 



Source; CBO, Note: Negative values denote a deficit. Data for 

Haver An^yfics fiscal years. Years after 2013 are projected. 


4.3.2 F^ojected Spending in Major Budget Categories 

PercentoIGDP AsOf:Apr-2014 PercentofGDP 



Source: CBO, Haver Analytics programs. Social Sacunty, and net interest. 


4.3.3 Federal Debt Held by the Public as a Percent of GDP 
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4.3.4 Interest Outlays and Average Maturity of U.S. Public 

PercentofGDP AsOf:2G13Q4 Mwiths 
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4.3.5 State and Local Government Tax Revenues 


TrilliOTis of US$ As Of: 2013 04 Trillions Of USS 



Net*: UKhKlos i<(venii»s inxii property, 

nctnnnuiil incoine. cnpnrstc ncomo mkI seiee latos. Urey 
t>ats sigrMy MSEK recMMom Aevomie stnwn 'opiastm 

Source: Census Bureau iheeNhr>s4q»ai(are. 


The increase iti inleresi paymenis that i.s iikelv 
to follow ihe high level of public debt projected 
ov'er the medium term may have iinporrant 
conscq«cnrc.s for fiscal policy moving forward. 
In the near term, however, net interest outlays 
remain near historical lows and the average 
maturity of outstanding debt continues to 
lengthen (Chart 4.3.4). 

All three major rating agencies maintained 
their overall ratings for the United States 
in 2013, with Moody's and Fitch assigning 
the United States their highest ratings and 
Standard anti Poor's (S&:P) assigning the 
second-highest rating. Filch placed U.S. 
sovereign debt on tiegative ratings watch in 
October, citing pt'litiral brinksmanship as a 
concern for the U.S,' creditworthiness (see Box 
A), but changed the outlook back lo stable in 
March 2014. Moody's and S&P akso maintain a 
stable outlook for the United States. 
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BOX A: Macroeconomic and Financial Market Impacts of the Debt Ceiling and 
Government Shutdown 


The federal debt ceiling.was extendedort two separate: .-:',- .caompounded by a 16rday:government shuldovvn that 
bc-casions in 2013. On both occasionsV.unc^3nflds;&^^^^ ;';,^g'a|>'bh;Octbberrl'r'2df3;^ 
surrounding tfie debt ceiling led to terr.porafyrdtsraptibn'S'.-iT 

in some key stiort-term markets. !r5v«stor;bibftb^ns.abO!jt::'i iiifi e^ivbGfcte^b.theVmbt consider a 

the risk of a missed payment on someTreasury.securitlGS- :. ^soenano in-whicrr. Congress- would be unable to reach an 
led to a temporary increase in term borrowing costs for : .'agreement.tOTaise the debt ceiling before the Treasury' 
the O.S. government. ' ; 

risejbfifoilismatijhhg.^cfo^nd that date as investors grew 

On December 26, 2012,, Treasury Secretar>' Geithnec.: .-ooncemed about the pc^entfelipr a delayed payrne'nt. 

announced that the statutory debt ceiling wduld'beTV.T-:-'.-;; y-riyOTtyj-T-T-Tr-'-.y 

reached, on December 31, 2012 and that Treasury . . In the:days Ieading.up.to October 17, 2013, yieldsbn 

wblj1d:begi.n:laking;certain. extraordinary measuresTd-.f:;.-.':".;'- ■i^TrsasUfytoilisiv^-TTi^Urilfesfom mid-Octobertb.iate-: 
teihbbrariiy.pbstpone the: date that the. United States'. fOctbt^'.becambex'trerheiy volatile relative both to..the;.. 
would, btherwiseibsfbuitb legal bb!igations.lrrrhid-::.-:'':y;;pr^^ng''rnonths.ahd historical averageeiFdr.examp^ 
January:2G13, 'Treasury-..Secretary Geithner announced: fiT; :;the;y]eici 6ntheTreasurybffi maturing bn 'Od.tpbey^ 
■that:tbe:.^e{iaub/l\kfould.ei^^ y;:,.. : l-T';' yrb^''fi^5tasis'points on Sepiernbeb5oy2Ch3:to:5^^^ 

measures Betweeh:mid-Februaryahd;im ybasispbintsbnOctober.:i5y20l3-.;blar^^ 

thbt'yeariiExtrabrdiharyrneaabres ts^Sahyaffected bills during. the 20lT:do'bt;CGil) 

■susperidihgunyestihehtsfhtobdafolfed -yT -(Chart A.1).- • .-■■y':yyy:yiy:yTy':T 

Thabtemj^ranjyekfenditheyiirea^^ 

.tgbyer'hmeHt’bfobiigaiibnb't.iThe : ".hV:"-.y:-'. 

:tyithtf©gafd;tb:a:de&tceilirigfocrease;ied:S^ -A-l Treasury Bill Yields: 2011'vs.26i3^yiy;.y:;:ytyiyt;:y;:y;;y-::: 

.:t6;ayQid:b^.iih;gcbH'aih;tto that- 

■theprihciba!:.would;:.jibt 

:yieidSfonibi!ibmaiiirinb:in'Me-Februafy^^ ;,-;Qg i 

tbriafjybpil<bdhighbrl;th^:ifhbsebf;s^^ 

■bhdheyi©]d;burySiydbwevetoin;;lat«FJanu^ ri'y.yby\;TV-yyv'-'yy^'yyy:y'i^3^/^ 

;Wa9i^feacliedlandfoh-FebmSry-;:4y 

ThabsuispbndedTiie-debttoeiiin'gThifoughiM ^isyiyy '.tf-*'; ;yi■yy^•:y•'y^yy•yo^ym:•y:y;yy':y'y■'.y'yt■ytt'i 

■and;Gbnditibhaiirt;fhb;-i^eMufymat^et.;quickiy-,rib M'- 


Change in Bills Rale Reference bate . 


After. May 1.8,yWith:.the.debt.:i^^ 
ebdediThbiTrb'^b'ry'-wasfabieTp.;^ 
measufeatb. temporarily bbntih!je:foorrowirig,witlfo 
breacliirig the.beiiirigy . and . pressures . largely absent,;-' 
frbml.financiaf riiarkets.d arid third 

biiarierspf '2013; ■^iekiS'Oh.Treasury bills remain^ 
riear-ze;rQ.rafes;u;ritit,'the.e^^^^ quarter. Howeve'p: 

iriiate-Septerriher cdriCerris began tp reemerge alter' y 
Treasury Secretary.Lew announced treasury's estimaiey.:: 
that extraordinary measures would be exhausted no, later , 
than Octobef it 2013 and as it became apparent that; '-'-y 
there was no clear plan for Congress to extend the'debf,' / 
ceiling in.a timely manner. T.hose concems,'were;!ate'r--r-'-'.: 


- . ■ Noi-6:Hoiii«W8ta«»'r«f6f?ipAi'»nuni6-nrrt-aay»t>ri6fiot 
' d9«eBiiti^'3^»m<M:«.2trt3'dobt eBtl|t>a-.ss™ani(i|ii-iSate-i 
-.Soi^T»: Bioombefg, t.P.- ' ' -*WT?n5^ .Jon drtflcMSrb <iare«w*ni flat®)* 8/i/n.; : ' 
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1 Stress in the Treasury bill market soon spre^ to.the r^X)-. 
j market as some cash lenders ©^clucted-certainTreasunes 
1 as acceptable collateral for tn-partyj^X)fransachons . 

I (Chart A.2). Moreover, some counterparties : - . ^ 

1 temporary infomtai actions by requestir^ that .Treasury. 
securities maturing in 2013 not be accepted as coilatSBl . 
in repo and securities lending transacttons-. in rxsntrast to . 
the illiquidity experienced in the market for shcMl-dat^ . 
bills, overnight repo markets remained liquid: 

I ' 

j Additionally, some investors publicly stated that they did 
! not hold certain Treasury securities that could ha\^ be^ 
j affected by the debt ceiling. These factors widened bid- .. 
ask spreads for Treasury bills, which under norm^ mar1<et 
conditions have minimal transaction spreads: C^erafion^ 
risks: about, a missed Treasury payment were also a . : . 
concern, since systems that handle securities clearance, : . 
settlement, financing, collateral management, payments,.. . 
and, pricing couia nave required manual workarounds ana. 
advanced payments to. clients to limit market disruption/. 

Once an agreefrient' to. suspend the debt ceiling was 
reached, short-dated bills rapidly, returned to near 2 ero 
rateSv Ma.rket.; participants Have-emphasized significant 
strains' iri .treasury .bit!:and:Hi6hey:mark^ would likely 
occur sobnef arid, wlth.mdre severity during future debt 
■ ceiling debat©S;r.T;.':;r'.'vv/T;T:'',-ri^^ 


A.2 Treasury Coliateralrzed Borrowing Rate 


C^nge jo Rate (m Basis Pointst from Reference Dale 



Vol«: Hofizontsta*is relers 10 [lie number oHfaysonertoW# 
debt ceiling sgreemem 2013 dsbieeiline KSrsemeni dale IS . 
Source, Btoomberg. LP. 1CH7|13. lOlldeWeeiOnoagreementdateu Sfl/H. . 
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4.3.2 State and Local Governments 

In general, the fiscal position of state and local 
governments improved in 2013. State and local 
tax revenues increased, continuing the trend 
since 2009 (Chart 4.3.5), The improved revenue 
picture for both state and local governments 
was accompanied by a stabilization of 
employment during 2013 (Chart 4.3.6). 

Net credit flows to state and local governments 
were mixed in 2013. Long-term muivicipal bond 
mutual funds experienced outflows for 10 of the 
last 12 months, and long-term bond issuance 
was down 12.6 percent to $332 billion (Chart 
4.3.7). However, much of this decrease reflected 
a decline in refundings from the 2012 levels, 
due in part to higher interest rales. In many 
instances, municipal bond spreads, a proxy for 
municipal yields relative to index levels, also 
declined (Chart 4.3.8). 

In spite of the relative stability that the sector 
experienced during 2013, slate and local 
governments continue to face significant long- 
term challenges. In some municipalities, the 
slow pace of economic recovery has restrained 
income and sales tax growth. Additionally, 
home values remain below peak values in some 
parts of the country, restraining property lax 
revenue. Other challenges include increased 
spending pressure from pension liabilities 
and other post-employment benefits, Thirteen 
states contribute less than 80 percent of their 
annual required contribution to their public 
pension funds. In some municipalities, pension 
and other post-employment benefit-s costs arc 
beginning to crowd out other .services. 


4.3.6 Growtti of State and Local Government Employment 



KOO 20(e 2004 a)06 2008 2010 2012 2014 

ScHjrce: a.S, Haver Analytics Mole: Gray bars signify NBER recessions. 


4.3.7 Muntcipal Bond Issuance 

aiROTisofUS$ AsOf:20l3 Billions of US$ 



Source: Thomson Note: Excludes maturities of 13 months 

Reuters. SIFMA or less and private placements. 



&)tOTe: Thomson Reuters MMD Note: Spreads to 10-year Treasury. 
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BOX B: Detroit and Puerto Rico: Municipal Market Impact 


I Developments in municipatmarkets—Detroit's.^ing.forvc.'-o: 
I Chapter 9 bankruptcy pn3t^ionaTOi\tiiedc^gradevh.;:V:A:: 
i of Puerto Rico's credit ratingto non-investment gfade-.:-;':r: 
I status— have drawrTSignificihtirrv^tbpancjrrii^iai'r&l^^^^^ 
j attention; While market particip^ta la?^Iy: Vievvtheserr/: 
i events as idiosyncratic, they. raigWtrave.lhapoteMiat.tO': ;. - ; 

I affect the municipa! bond ritaf^et (Chart BiiijitCCtCi PrhiM 

I Although Detroit’s bankruptcy is uniqueJn many respectSi V: 
j there are two primaryways iriiwhichihe unfolding story m:.; 
j Michigan could impact municipa1ities.el'sevi^iere;.'investors.- 
I Thay' begin to demand higher tnteresl.-rales:ffbm cities,'Witht 
i vveak econoiTiiq. fundamentals similar fo'Detro!t;: incJuding .i. 
I population decline, chronic defcitsJarge unfond€!d'; ;.v^v.o^^ 
I pension iiabilitiesvixand, an eroding taxba^phCC'r^^^^^^ 

I 

•Additionally, •ifithet.tr^t^ent, pi Giaimsm&etr^^^^ 
bankruptcy ultimately differs significantty fo^;:dtiier:;:';.'o v,:;;- 
■pteytbd'&.'itiphicif^i'i^nk^^^ 
t urice'daihty and lead to sbi^a ampiii’H|'i^;& 
re^pncing of risk by Investors. 

t.:PU%tp:BibO.’s:finahciaichalfenges'ha'^,;;^^^^^^ 
t Its derail' 

:;;pb)ttjbn::bi:;.Ruedb';Rib6’sta^t;^ 

;:Sta^;ipndibbpiax^^fPthe;blnli^;Sfofesahdus^ 

. Despite dpvyngradestpitiphtin^strobnt^ 

airthree rhajorratingsa^nctesin Peforpai^:20l4y:^brt6W 

Ricp;wap:abib:ibM^M®^^?'^^'^|pnii!i 

whicf! authorities; have saidvwiirailpwtl^OTtd 
pbligd.ipnS'd 

a.:!hatbriai.beteribratibn.ip th^ 

conditions ihtPueftp.Ricfo.coul^ h^gHten'cpnGer'rtsfbft;v:;i'y;'t^ 
I inuhipipaiihiatket ih’^stors, whose purTPhti^ntidentt'^t''; 

I remalns'fragite;'.""'h" '■ 


i^unicipal Bond Fund Flows and Yields 


vMil^-tS-USS ■'•■■'As CX: 25-Maf-20 iit‘ ■ " Percent 



Sourese: EPFR Sank of America 
IMemB Lynch, Haver Analytics. :: • 
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4.4 External Environment 

4.4.1 Advanced Foreign Economies 

GDP growth in the advanced economies 
remained sluggish in 2013, at slightly below the 
already subdued pace of the previous two years 
(Chart 4.4.1). However, the quarteriv trajectory 
was more lavorable, with most economies 
seeing a notable pickup iti growl!) during the 
second halfof tlic vear. Growth in the euro 
area resumed in the second quarter after six 
consecutive quarters of comraclion. Allltough 
the region's recovery remains subdued, the exit 
fron) recession removes what had been a major 
dragon global activity. 

For the major foreign advanced economie.s 
(the enro area, Japan, the United Kingdom, 
and Canada), real GDP increased 0.6 percent 
in 201.3 on a calendar year, (iDP-weighted 
basi-s. A slotver pace of fiscal consolidation 
and significant easing in financial stresses 
helped recovery take hold in the euro area. In 
fajian, additional discretionary fiscal stitmilus. 
improved .sentiment, and strong corporate 
profits helped support consumer and business 
spending amid a reflatioriary monetary policy 
program. 

Thus far in 2014. activity in the major foreign 
advattced economies appears to have held 
close to the improved pace maintained during 
the second half of 201.3. The International 
Monetary Fund (IMF) projects major foreign 
advanced economies to expand 1.4 percent in 
calendar year 2014. The IMF expects growth 
in these economics to pick up to a pace of 1.6 
percent over the medium term, as headwinds 
from fiscal consolidation atid deleveraging after 
the Great Recession comitnie to fade 
(Chart 4.4.2). 


4.4.1 Real GOP Growth 



2000 2002 2«34 2006 2008 2010 2012 2014 2016 2018 

Note: Year-over-year percent change. 
Source: !MF, Haver An^ytics Data after Apnl 2014 is projected. 


4.4.2 Advanced Economies Real GDP Growth 



2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 

Note: Year-over-year percent change. 
Source. IMF, Haver Analytics Data after April 2014 are projected. 
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4.4.3 Euro Area Reai GDP Growth 

Percent As Of: Apr-2014 pCT{»rt 



Ncrte Year-over-yearpercentchange. 
Source: IMF, Haver Analytics Data after >^1201 4 are f»ojecte<l 


4.4.4 Peripheral Europe: Gross Public Debt 

Percent of GDP As Of: AfK-2014 


Percent erf GDP 
200 



Source: IMF, Haver Analytics Note- Data after April 2014 are prelected. 


4.4.5 Peripheral Merchandise Exports 



Euro Area , 

Policy actions by euro area authorities have 
reduced concerns about a systemic event in 
the region, and since mid-2012, have helped 
to SLibsianiially ease previously severe market 
pressures. However, fiscal and finauciai 
headwinds remain. After a year and a half of 
recession, the euro area economy saw a tentative 
rebound in the middle of 201.3. wit!) GDP 
expanding over the second and third quarters. 
However, euro area GDP growth remains about 
2..0 percentage points below its rate in the first 
quarter of 2008, and unemployment is running 
at a near-record high of 12 percent. The pace of 
economic recovery in the euro area is expected 
to remain gradual. The IMF forecasts regional 
real GDP growth in 2014 to track at roughly 
1.2 percent, with growth in most periphery 
countries expected to remain measurably below 
1 percent {Chart 4.4.3). 

The fiscal consolidation measures implemented 
to dale in the periphery have resulted in 
progress in stabilizing fiscal deficits and 
arresting the upward trajectory of public debt 
burdens. Altogether, euro area governments are 
estimated to have reduced fiscal deficits from 

6.4 percent of GDP in 2009 to 3 percent of GDP 
at the end of 2013. Euro area periphery public 
debt levels are now projected to stabilize at high 
levels over the coming few years (Chart 4.4.4). 

The euro area’s overall current account 
balance shifted from a small deficit in 2008 to 
a consistent surplus with the surplus reaching 

2.4 percent of GDP in 2013. The Netherlands 
and Germany have continued to run substantial 
current account surpluses since 2011, while 

the current account deficits of Italy and Spain 
and the smaller economies in the periphery 
have contracted significantly. Weak periphery 
domestic demand due to deleveraging has not 
been offset with stronger exports to the core 
(Chart 4.4.5). 
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Euro area consumer price inllalion has 
declined to well below the European (lentraJ 
Bank's (ECB) 2 percent target rate. Inflation 
readings (both headline, which includes 
volatile items, and core, which excludes lho.se 
iteni.s) were tracking near or below 1 percent 
during the final months of 2013 (Chart 4.4.6). 
With innalion dropping to msilti-ycar lows in 
recent months, the euro area faces the risk of a 
prolonged period of substantially below-iarget 
indaiion or oiurighi dellalion. 'I'his could slow 
recovery, hinder the interna! rebalancing that 
is needed between the core and periphery, and 
increase the real burden of public and private 
debts. IMF and F.CB forecasts are for euro area 
inflation to stabilize. 


4.4.6 Bjto Zeme: Consumer Price Inflation 


Recent As CX: Mar-2014 Percent 



Source: St^islicaf Office erf the 

EuR^e^ CCHDimuiittes. Haver Analytics Note: Vear-over-year oercent change. 


Meanwhile. European authorities are pushing 
forward with efforts to deepen regional 
financial integraiion and enhance market 
confidence in the capital adeqitacy of Etiropcan 
banks. A single supervisory mechanistn for 
euro area banks is in the process of being 
established under the ECB (expec ted to be in 
place by Nov'einber 2014) and comprehensh'e 
a.s,ses,sinencs (by the ECB in cooperation 
with the national competent avithoriiies) of 
approximately 1 30 of the largest banking 
groups also are underway. 

European policymakers also have reached 
agreements to pass legislation harmonizing 
banking rules and regulation across liie 
European Union (f2U). including national 
deposit guarantee schemes, bank recovery and 
resolution frameworks and common bail-in 
rules, and their new capital requirements 
legislation is now in force. In March 2014, £U 
finance ministers and the European Parliament 
reached a provisional agreement on the Single 
Re.soluvion Mechanism, which establishes 
a common resolution authority and single 
resolution fund for European banks. 
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Japan 

In 2013. Japan's new Liberal Democraiic Parly 
government launched an economic reform 
program designed to revii’e the cconom)- and 
exit almost two decades of deflation. (The 
program is popularly termed Abenomics, 
in reference to Prime Minister Shin/6 Abe.) 

The program consists of the so-called “ihree 
arrows": aggressi\'e monetary stimulus; short- 
ferm fisc.ai stimulus, paired with long-term 
measures to reduce large, structural fiscal 
deficits; and .structural reforms, to boost ihe 
economy's long-term growth potential. The IMF 
projects that GDP growth will be 1.4 percent in 
2014, clown .slightly from 2013. 

House-hold spending picked up significantly 
in 2013 partly in response to rising equity 
prices atid broader expectations of economic 
growth under Prime Minister Abe's policies. 
Consumption is expected to further boost 
CiDP in the first quarter of 2014. ahead of the 
April 2014 con.sumpiion tax hike. Temporary 
fiscal stimulus of I percetit of GDP passed in 
December will only partially offset the initial 
impact of the consumption tax increase and 
the overall fiscal impulse in 2014 will be 
contractionary, 


4.4.7 Japan: Consumer Price Inflation 



1990 1995 2000 2005 2010 

Source: Ministry of Interna! Affairs and 

Communications, Haver Analytics Note: Year-wer-year percent change. 


Japan's larger banks have begun to reduce 
their .sizeable Japanese government bond 
(JOB) holdings in response to the Bank of 
Japan’s <Bq}) asset purchase program. From 
March 2013 through December 2013. banks' 
holdings of JGBs dropped ¥29,474 billion and 
deposits at the BoJ went up ¥35.68.') billion. 
Dotnesiic lending began to pick up iliroughoui 
2013. averaging 2.6 percent growth for the 
year. Tliere also are signs that Japan may be 
moving from entrenched denatiou to sustained 
moderate inflation. The overall Consumer 
Price Index was up 1..5 percent from its year- 
ago level in February, Con.sumer price inflation 
excluding food and energy reached 0,7 percent 
in February 2014, the highest in roughly 
15 years (Chart 4.4.7). Survey measures of 
expected inflation have also risen somewhat. 
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4.4.2 Emerging Market Economies 


4.4.8 Emergmg EcOTomies Real GDP Growth 


Emerging Market Economies 
Economic growth remained generally sluggish 
in 2013 across the EMEs (Chart 4.4.8). Growth 
for all EMEs was an estimated 4.-1 percent 
in GDP-weightcd calendar year terms, down 
slightly from 2012 and rotjghly 2.5 percentage 
points below growth during the 2003-07 global 
boom. Growth for EIMEs excluding China was 
3.1 percent in 2013, also down slightly from 
2012 and almost 3 percentage points below 
the 2003 to 2007 average. Recent, indicators — 
including iiulustrial production. ex]>oris, and 
purchasing manager surveys — slunv that a 
slight recovery may be underway. The IMF is 
expecting a modest pickup in growth to 1.6 
percent this year, and 3.4 pcrcetit 
excluding China, 

The E.MEs cotuinue to act as the main source 
of global growth, East year, EMEs contributed 
three-fourths of global GDP growth, and 
according to the IMF forecast EMEs will 
contribute some two-thirds of global growth 
in 2014 (Chart 4.4.9). Imponujuly, estimates 
suggest that trend growth has .slowed across 
the largest EMEs. The IMF now forecasts EME 
real GDP trend growth at roughly 5.25 percent, 
down some 1,5 percentage points from its 
forecast just ttvo years ago. 



2005 2007 2009 3311 2013 2015 2017 2019 

Note; Year-over-ysar percent change. 
Source: IMF. Haver Malytics Data after April 2014 are projected. 


4.4.9 EME Contributions to Global Growth 

Percent AsOfApf-2014 


iiiiiiiliiiiiiii: 

III 

SBI Emerging Economies 
■■ Advanced Economics 



1992 1995 1998 2001 2004 2007 2010 2013 2016 2019 
Source. IMF, Haver Analytics Note: Data after April 2014 are projected. 


EME asset prices came under pressure 
beginning in May 201.3, with F.MEs 
experiencing reduced capital inflows in the 
second and third quarter, reflecting in })art 
changing expectations for Federal Re.serve 
policy, deteriorating longer-term EME growth 
prospects, political unrest, and structural 
vulnerabilities in some prominetu EMEs. While 
the market sclloff in .Vfay and June (see Box C) 
broadly affected EME as.sets, markets displayed 
discrimination, putting countries with large 
external financing needs, clcvaied inflation, 
and more unpredictable policy frameworks 
under greater pressure. Policy makers in a 
number of EMEs re.sponded to market strains 
by tightening monetary policy and by taking 
steps to rebuild policy credibility. 
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4.4.10 China Real GDP Growth 

Percent A5CX:2014Q1 Percent 



Source; China National Bureau now. Quarterly data Percent change ((om the 
of Statistics. Haver Analytics same quarter ot me previous year 


4.4.1 1 China; Credit to the Private Sector 


PercentofGDP AsOI;2013Q3 P«centofGOP 
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Source China National Bureau cA 

Statistics, BtS, Haver Analytics Note; RoMing 4-quarter sum GDP. 


Moving forward, tigluctr Qnanciai rondition,s 
and weaker exchange rates across the EMEs 
represent a key question mark for both the 
growth and inflation outiooks. EMEs gcncrallv 
have beiicfittcd from strong capital hiflows 
over the past several years, something that has 
helped support domestic credit, growth and 
financial system deepening. Nonetheless, such 
rapid domestic credit growth across a number 
of EMEs has increased as,set quality risks and 
funding vulnerabilities and could weigh on 
growth prcispects moving forward. 

China 

Developments in China remain particularly 
important, as China contributed .^5 percent of 
global GDP growth in 201.?. China's economic: 
growth held steady in 2013 at 7.7 percent — the 
.same rate as the previous year — but showed 
.some signs of modest deceleration in mid- 
2013 and in early 2014 (Chart 4.4.10). Growth 
in China had slowed steadily from the first 
quarter of 2010 through the third quarter of 
2012. renecting in part the government's desire 
to slow the pace of credit grewth and rein in 
investment in some .sectcirs of the economy, 
as well as sluggish external demand in the 
advanced economies. Chinese authorities 
announced an important new economic reform 
agenda in November 2013, whicli entails, among 
other things, a hardening of budget constraints 
for some .state-owned enterprises and local 
governments and enhanced supervision of the 
noiitradilional credit intermediation system. 
China’s current account surplus declined 
from 10. 1 percent of GDP in 2007 to about 2.1 
percent of GDP !br the four quarters ending 
in December 2013, driven by factors svich as 
exchange rate appreciation, weak external 
demand, and increased imports for domevStic 
investment purposes. 

Private sc*ctor debt in China has increased 
l apidlv over the. past five years. From December 
2008 to June 2013, private sector debt grew by 
lf)7 percent, over twice as fast as GDP growth 
o\'er the same period (which was 72 percent) 
(Chart 4.4.11). Nonbank financing channels 
(off-balance sheet lending, trust loans, and 
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corporate bond issuance) account for an 
increasing share of the flow of new credit,. 

The rapid growth of credit {Chart 4.4.12) has 
raised questions about the cfficjency of credit 
allocation and the potential for defaults over 
the medium term. Much of the funding for this 
new credit has come via wealth-management 
products (WMPs), which may have increased 
liquidity risk in the financial sector. .Sold to 
investors as higher-yielding alternatives to lime 
deposits, WMPs are largely off-balance .sheet 
investment vehicles offered by banks, trusts, and 
securities companies. Increased tornpelilion for 
funds has led to the rapid growth of WMPs — 
to 10 percent of sy.stem deposits- — as well as 
increased reliance on interbank borrowing, 
particularly at smaller banks. 


4.4.12 Qiina: Annual increases in Credit and GDP 



2005 20 (» 2(»7 2008 2009 2010 2011 2012 2013 
SOlKCe; China NatkHl^ Bt^eau coenponems « Sotai socm ^rwoemg- as rep<WDa By 

Of Statistics, The Peoftfe's 

Bank ctf Qiina. Haver Analytics corporaiebond/ssuance 
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Financial DcAclopmt'nLs 


5.1 Asset Valuations 

5.1 .1 Fixed income Valuations 

Tilt' past ) ear ^vas a \’ear of transition for 
dninesiic iixeci inrnnu' as market parriri|)ants 
perceived a reduction in the tail risk of 
contagion from a Kuropean finanria! crisis 
and focused attention on L’.S. ftsral and 
monetary developTncnts. Fixed income markets 
experienced a general rise in nominal medium- 
to long-term yields and some periods of 
elevated volatility. The increase in volatility was 
mo-st notable during late spring and summer 
amid changes in monetary policy expectations 
and in October during the U.S. government 
shutdown and debt ceiling debate. AlihcHtgh 
yields rose in the majority of fixed income 
sectors, they remain well below long-term 
averages. 


Treasury yiclcls rc).se year o\'er year across 
inauirities as seen by the change in lO-year 
yields from i .86 percent to 2.73 percetii 
(Chart 5.1.1). Yields for five-year and strven-year 
maturities rose on average by 1.02 percent while 
shorter maturity yields remained unchanged 
over the same period. The most significant 
yield increases were seen in tlte months ofMay 
l:li rough August 201 3. a pericxl of considerable 
volatility (see Box C). The Treasury yield curve 
steepened (Chart 5.1.2), retracing u> 2i)J 1 levels, 
reflecting a notable increase in long-term yields. 

While fixed income implied volatility remains 
at historically low levels, periods of elevated 
volatility did occur in 2013. Fixed income 
implied volaiilily, as measured by prices of 
options on Treasury securities and interest rate 
swaps, nearly donbleti during May and June 
2013 (Chart 5.1.3). 

Agency mortgage-backed securities (MB.S) 
experienced .significant price declines and 
higher yields re.suhing frotn interest rate 


5.1.1 Treasury Yields 



Sowce: U.S. O^artment of Treasury 


5.1.2 Slope of the Treasury Yield Curve 

Bass Points Asa. 31-Mar-2014 



Sourcs; U.S. Department of Treasury 


5.1.3 Implied Volatility 



Bar* of America Merrill 
Hava^ An^ytics 
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5.1.4 Agency MBS and Treasury Yields 

Percent As0f:31-Mar-2014 Pwcwrt 



Source. Bloomberg, L.P. 


volatility (Chart 5.1.4). The combination of 
significant declines in MBS duration from 
declining interest rates and increases in 
borrower refinancing incentives since mid-2012 
increased the possibility of a convexity event. 

As noted in the Council’s 2013 annual report, 
a convexity event is where an initial increase in 
long-term interest rates is amplified by many 
.MBS investors actively hedging the duration of 
their MBS, resulting in rapid increases in long- 
term interest rates. While agency MBS suffered 
sizeable losses mid-year, the market impact from 
a rise in interest rates was not as severe as the 
2003 convexity evejit. v\’hen 10-year Treasury 
yields rose by 1.4 percentage points in a six- 
w'eek period. By comparison, the 10-year yield 
rose tjy 1.0 percentage point in about the same 
time frame at mid-year 2013. There are several 
reasons why this convexity event w-as less severe. 
First, unlike in 2003. the Federal Reserve held 
a substantial portion of outstanding MBS in 
2013, thus absorbing a siguificaiu part of the 
overall MBS universe duration extension as 
interest rates rose. Because the Federal Reserve 
was not engaged in hedging activities that, other 
large-scale investors would be engaged in, this 
lessened the impact of higher rates resulting 
from hedges. Second, interest rate options, a 
major driver of higher rates in 2003’s convexity 
event, experienced lower volumes due to less 
participation in this market by the GSF.s. 


5.1.5 Outstanding Agency MBS by Holders 



Lastly, the predominant holders of agency MBS 
outside of the Federal Reserve are composed 
of banks, investment funds, life insurance 
companies and pensions (Chart 5,1.5). These 
investors, which tend to rebalance their 
duration hedges infrequently, have increased 
their holdings since 2003. While these investors 
arc .sensitive to price lluctuaiions. they tend 
to have longer investment horizons and very 
stable sources of funding compared to agency 
real estate investment trusts (REITs) or hedge 
funds. 

Like Treasury securities, corporate bonds 
experienced a significant increase in yields in 
May and June 2013. Investment grade yields 
year over vear increased on average from 3.26 
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perct'tu lo 3-65 perceiti. Average yiekls I'or 
higfi-yield bonds remained relalivelv unchanged 
vear over year at .5.7 percent, (a edii spreads 
comimied to ligiuen for both investment grade 
and high-yield bonds (Chart 5.1.6). Issuance 
of corporaie bonds remained strong, with 
over Sl.'l trillion, nearly the .same amonm as 
2012 (Chart 5.1.7). Some market participants 
attribute this !e\el of activity in the corporate 
bond market to ijnproved credit conditions and 
low levels of default, while others cite greater 
demand by a broader set of investors searching 
for vield. 


5.1.6 U.S. Corpwate Bond Option-Adjusted Spreads 


BaasPranls AsOf:31-Mar-2014 Basis Points 



Leveraged loans, generally issued lo speculative 
grade obligors, also hat! a very strong year 
of is.suance and credit spread performance 
(Chart 5.1.8, Chart 5.1.9), Su ong demand from 
coi!aterali^ed loan obligations (CLOs) and from 
private and public fimds searching for yield 
helped propel leveraged loan growth. CLOs 
wiine-ssed sirortger demand in 2013 than 2012, 
with gross issuance rising almost S83 billion 
(Chart 5.1.10), As with kweraged loans, CLOs 
have seen a broadening of the investor base 
a,s more insviiuiions seek to find liigher yields. 
Ajialysts and market participants have raised 
concerns that, new investors may be unprepared 
for the limited liqtiidity and potential for large 
credit losses that both markets could experience 
as llrnrs may be taking on onisi/ed risk in 
exchange for incremental yield. 


Source: Soombwg, L.P. 


5.1.7 U.S. Corporate Bond issuance 

BtHions ot US$ As Oe 2013 



Source. Thomson 
Reuters, SIFMA 


Notfl: Wciiictes an non-convertiblo corporaie cKiW. meOiijm 
lorm nolos. imo Ywikw boiu]!!, Gut all iseuos wiio 

maturities tin w>e year or less ant) COs. 


5.1.8 institutional Loans issuance and Market Size 


a«»onsofUS$ AsOf:20l3 Billions of US$ 



Pinanci<tl Davslopmont 


StXifce: S&P LCD 
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5.1.9 CIO and Leveraged Loan Spreads 

Basis Points As CX: 31-Mar-2014 



Source: JP Morgan, S&PLCD Note: Spreads r^ttve to 3-m(Wttt LIBOR. 


5.1.10 Annual CLO Issuance 


Billions of US$ As 01: 2013 BiHions of USS 



2005 2007 2009 2011 2013 


The Shared Naciona! Credits (SNC) Review 
for 2013 indicates that while credit quality of 
syndicated loans remains broadly unthangetl 
from the pre\ ious year'.s review, a focused 
review of leveraged loans found material 
widespread weaknesses in underwriting 
practices, including excessive leverage, inability 
to amortize debt over a reasonable period, and 
lack of meaningful finanrial covenants. The 
review included an evaluation of underwriting 
standards on SNCs that were originated in 
2012, and examiners noted an increased 
frequency of weak underwriting. This trend 
heightened the agencies' concern, and agencies 
reiterated that they expect financial institutions 
to properly evaluate and monitor underwritten 
risk in leveraged loans, and ensure borrowers 
have sustainable capital structures, consistent 
with the updated leveraged lending supervisory 
guidance issued in March 2013. 


Source: S&P LCD 
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BOX C: Tho 2013 Bond Market Selloff, Market Liquidity, and Brokof'Deak'r 
Balance Sheets 


[n its 2013 annuat report, the Coor^ci! pk^ihted'.'fc ai'ra^d'.'rise::' 
in longer-term yields as a potential vuindfabiii?:; Sfricetiasttyt. 
year's report; longer-term yields increased substfflitialiy.'.-rr'r.:: 
with the sharpest increase occurring between. h‘!ay;2, 

2013 and September 5, 2013 when the ib-yba;T!^sur^ c:0' 
yield rose from 1 ,69 percent to 3.13 percert.''.This.'^'arR':;p':.:'; 
inch’ase in yield corresponded to a loss ,ot'1'3i41 ..pp^eh't t.vf 
on the vaiue of lO-year Treasury holdings^ fhe'seils^Was-::;;; 
reportedly triggered by investors’ reassessment of ths"-. 
future path of asset purchases by the Federal ReseKeO-: Or/l.;. 

Market: iiquidity.jn: Treasury, markets declined during.tKe;;':'i;,T'.;,' 
sel!off'.. 8id-ask spreads,, which measure the cost of bu^hg f:.- 
arid seilifig assets; widened (Chart C.1). The price impact;;". 
• wbich'me.siSgmse in response'to.'.'- ■ 

'seiiing preeau.ra^ (Chart C.2). Market depth, . 

whichi.maasgreshb^iimtichfbu^^^ 

■suppd'fted';:at.''a'gW©H.;m'd^ these; 

effeGts;.wefevhpti!mited.tb,treasu(^;rh 

;rbverba.rated;tb.:rna]bhfixedi.hcbffle;'rhar 

i'^Atiihetime.bfihaeeilbffiisbmevbu^ 

^^ahdTheptessfOspecUlated^Whetherc'bh^ahies* 

tor'Snhancedre^ulatbryc'apitaii.'tegMirbmentauhay 

.'have.; magnified; the.seve|;ity:;(^'the;'5eilb 

ibrpkehdeaiers'fwiilinghessitb'prbyid&.m^ 

’■■'Bfbker-dealefsijHtei’medi.ateibetWe&i'bu^rs;^^ 

;;patting;bapitai.'atTisfc;t;'he!essbrbker;-dealer^^ 

'f'irit©fmediate\slippiy;ahd:t:lentah'diimbal'anbes,The'k^ 

f,marke'ti.iiduidityiisiii<eiy.:tc.b'ei;'iTbygaugef 

;^mafke;amaking;'bfbadiyi', Chart C:4;;shc)ws;1,Oyweekiv:'r;\:'0 

■;chahgeaiiT:bick0'r-deaiers'igmsspbsitibh's 

.thcdme.aGburitiesr.the,bi^geat.;declibe.:ih:Jbn 

■■in:20t3ibGCiimed;.betweeh.'.May.i^ 

labeled :2di3.;tb..the..extremaj^ quadrant),.'::; 

suggeStihgithat'bfbkehdeaiefeTbdbced.tteir m '.".f;':;- 
.piakihg.actiyitiesidurin^ instances ih'whidii; 

thero werB;;ib;ge. bha ibng'and short positions::';': - 

are:.fimiiedtb:the..heightib^^ 20d8'.'die':.::'.'; 

bbiicTmarkei::.seiloff bt1994; and- the financial market turmofl- 
bfd998T;'::; 


G.t : Bki-AskSfH’eadsmi U,S, Treasury Notes 


AsC)f::31;b6c-2Ql3 : 



.■ ‘•we Th®c(VB1'pl0tS?1.tfWnicivit>govnr»a« t*i'i>S>'5{ira<wsicifiho..'. 
■' ^MirOK Ui^rSHited'' ■ «>»sl >•«««» m^S-iS-.anjiO-yswU&TrBBaufViiaiej.'rhB . ; 

.WWm . •, piice-ffilheiiniflonKirtiookaiKliliffluws'^pifiSnvKlDo tradinjcIsy'.: .. 

- Fl^Wiy-calftjlatlWra'.' ■n»ii»«eaiaJafei}tnj<nJ»n!i'yS.»13iaOocwit>liet?f,20t3..;' 


C.2 - iPfice Impact of Trades Increases during the Selloff 

5jn*d»W*>tp9'B*on oilSJ ■ AsOf; 31-0^^13: .: . S?(^ W ioiilitt (JsfOiiiiis.n ol iisS : 



■0.8 Quoted Treasury MarKetOepth 

'.'MiH'io'nS'Of USS. .„ „ ..., . . As bf:.3lfbec^^i:i:.:; 



Si^rarUnatfreiafed : ' 
Brb^Tec.data. ^ 
FR^rv'caiaiiaf!^ ; 
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A iooK at nsk rneasuresotbroker-deaiers heips-to-.t>etter-:-:r. 
understand why broker-deaerapared positions duRng:-:;::-::--. 
me selloTl , 

! Broker-deaier leverage aeclined markedly-dunfiglherecent- 
I financiai crisis, suggesting that brokGr-dealer.rtsk-takinah^ 
i moderated since the crisis (Chart C.5). Another indicator 
I of risk-taking is vaiue-ai-nsk (VsR). which is a forecast of the 
! worst toss at the 99 percent confidence intervaJ fora da^. 
j horizon. The sum of firm-wide da^y VaR across eight iarge.: .- 
j U-S: broKer-dealers has, trended down since the finsuiciai .v. >- 
j cnsiS: The decline in broker-deaier- VaR reftects Ste-dK^ime::- 
j in market volaW.!ty, since the financiai cnsisas wdi.as the,r^^^^.,v^^ 
I smalier balance sheet capacity of broka^-dealers..:;:;. . v . 


Tlie: data presented in Chart C.6 suggests ttiat companies' 
preparation.focenh.anced reguiatory capitaVrequirements ^ 
was .not atnajorcontnbuting.tactor m broker-d^lers’., • 
willingness . to provide .market liquidity In feet.- Ixokend^te: i 
subsidianes of BHGs'wrth less regulatory capital beftH-e .. . 
tlte selloff .roduceci their. net positions less, than other. .- .- 
broker-dealers during the selioffv suggesting that 
constraints at the cOTisolidated BHC. were not ameanrngftjl... 
. exacerbating factor.:. In: particuiar. U.S: broker-dealers with--:-'.--- 
a.hfghenVaR gap (which measures the difference betw^n- .- 
:a:brok©r-d 0 aler:'sVaR'and:.its.VaR limit),andU,S.broker*::-,;:-- 
: dealer subsidiaries of. BUGS with higher.Tier l. capital. fatfoSv: 
Tierdleverage ratios, -and. Basel lllcommon equity.Ti8r--t-:-v.-: -. 
ratio buffers (which measLires the difference betweerta.-..- • 
BhlC’s reported, ratio and:its proposed ratio requiremen.Q;:- .:-.. 
before the selloff . tended to.reduce iheir net positions more 
during lhe:seltoffi.That:.is;.brokehdealersubSidian6sof: 
BHCswithhigher.caprtaHevels: actually sdd offmore.:This- . 
Telationship suggests, that brewer-dealer behavior during the 
selloft was driven. more byditt^ences in nskappetite than i 
by. enhanced regulatory requirements. 

The. evidence also suggests- that broker-deal^ managed 
tneir balance sheets more aanservatively at a time when .. ; 
investors were repricing interest rate risk rapidly- tnsgereb- - 
by changes in expectations about the future oath of the . 
Federal Reserve s asset purchase program. Broka"- - . - . . . 
dealers' wiiiidrawal of liquidity may: have amplified the sharp 
rise in i'ates and volatility 


C.4.; . : Change in Broker-Dealers' Long Vs. Short Positions 

AsOl Od Jan pm 4 
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C.5 Broker-Dealers' VaR and Net Leverage 
auicm of uss M Of ?0t3 04 



C.6 CapiteiConsfrained Broker-Dealers Are Associated with 
Less Selling 

. Correlation botwaan Chanaa In Net Positions flwl Constfaint Prior to the h eltoff 
- Measure rfBroSar-lXiaM'’OoosUBiOtpf(oi'Wt«o SeliM(; .: . > . : . . . . 

• VaBQapiMayt 33I3> 0P"» 

;- Basel «!<>snn)onreuiiy Tier -l-Aato Bwi»J8.(Ma«n3l. 7013) ... . 

Ql TBf 1 Cac^al RMiO (Mwn 31 3dt3) 74^ 

• 'Ql Tisfl Leverage 8aho(March3T.-2013)';.. 


iRiybftlorethes 

: iHComiTiwi PqWPf rtfif 1 Hajia. wft irtawte Hin4 SSiruinirnum rnguirBmont:i',S% capilsl 
icans^-alicm ttiBef: and ire Globai Sy^emi<;Bii>' Imwirtanl ^<a^R (C.-SIBs) firjdnionoi toss'- 
- a»ffl69ncvbiii3«« fMoposed tiy ihe Bnaociai .?iaiMiiy Boarom Nov8ini>er20-ia.',-. 

Source; Federal Reserve. i-RaNr calculations 


1 rSOC // Annun/ /tcporl 




125 


5.1.2 Sovereign/Foreign Corporate Debt and 
Foreign Exchange 

U.S. Sovereign Debt 

The- total amount of outstanding U.S. 

.so\ereign debt held by the public (including 
Federal Reserve holdings, but not other inira- 
governmental debt) rose to SI2.6 trillion 
as of March 201d (Chart 5.1.11). Long-term 
Treasury yields rose start ing in May 20L'L in 
part in response to changing expectations 
regarding Federal Reserve policy. The Federal 
Reserve announced a modest rednetion in the 
monthly pace of asset purchases at its meeting 
in December 2013, amid an improving U.S. 
economic backdrop and labor market. As of the 
end of 2013, 10-year Treasury yields had risen 
138 basis points since May to 3.04 percent, the 
highest level since July 2011. 

Foreign hoiditigs ofTreasury securities 
continued to grow, Year over year ending 
February 2014, they rose by S194 billion to $5.9 
iriliion. The largest investors — investors from 
China and japan — collectively accotinied for 
S2.f) trillion ofTreasury .securities, while other 
foreign accoiinis held $3.4 trillion. Since the 
end of 2012, the shares and holdings of euro 
area and Japanese investors have risen, while 
the combined share of other countries has 
fallen (Chart 5.1.12). 

European Sovereign Debt 

Clennan and other (:<ire euro area .sovereign 
debt yield.s rose over the course of 2013 as 
concerns about peripliery country credit risk 
contiiHted to abate and economic activity 
improved, At the end of .Marcli 2014, tlte yield 
on the German 10-year government bond 
was 1.57 percent, compared to 1.20 percent 
a year earlier. Other core country yields rose 
by a .similar magnitude. The compression of 
peripliery .spreads began following a jiily 26, 
2012, speech in which ECB President Drnghi 
signaled the creation of the Otiiright Monetary 
Transactions (OMT) program, which allows the 
ECB to make unlimiicd purchases of sovereign 
bonds conditional on ptdicy reforms, and vowed 
to “do wliatever it takes" to prevent the breakup 


5.1.11 Public^ly Held Federal Debt Outstanding 

TriKonstXUSS AsCX:Mar-^14 Trillions of USS 



Soun»: U.S O^rtment o( Treasury. 
Haver Analytics 


5.1.12 Foreign Holders of U.S. Federal Debt 

Percent As Of: Feb'201 4 
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5.1.13 Euro Area lO-Year Yield Spreads to Genoan Debt 



2010 2011 2012 2013 2014 

htote: IrelarKl did not issue 10-year debt 
Source: Bloomberg, L.P. between 10/12^2011 arxl 3/14/2013. 


5.1.14 Emerging Market Bond Spreads 

Basis Points AsC1:31-Mar-2014 Baas Points 
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Haver Analytics Spreads indices for each region 



5,1.15 EM Assets and U.S. Treasuries: Performance Since 
May 1,2013 

Change in Basis Points As Of: 31-Mar-2014 Index 



of the euro area. The spreads on Spanish and 
Italian 10-year governraem bonds to German 
equivalents were respectively 639 and 536 ba.sis 
points on the eve of the speech and by the end 
of March 2014, .Spanish and Italian spreads to 
German bonds were 166 and 173 basis points, 
respectively (Chart 5.1.13). The spreads of 
government bonds to German equivalents 
in Ireland and Portugal also narrowed 
substantially and these nations were able to 
re-enter debt markets. 

Ten-year sovereign yields in the United 
Kingdom ro.se over the course of the year, 
ending March 2014 at 2.74 percent, compared 
to 1.77 percent a year earlier. Yields were 
supported by the broader rise in advanced 
economy interest rates as well as the economic 
recovery in the United Kingdom. 

Japanese Sovereign Debt 
In April 201.3. the RqJ implemented a policy 
known as Quantitative and Qualitative Easing. 
Under the policy, the RoJ is seeking to expand 
the monetary base at an annual rate of about 
60 to 70 trillion yen. The policy seeks to achieve 
an inflation rate of two percent in about two 
years. As part of the policy, the BoJ increased its 
purchases of government bonds, and extended 
the duration of its purchases. 

Emerging Market Debt 
Beginning in May 2013, EM so%’ereign debt 
spreads widened versus Treasury yields, as 
measured by the Emerging Market Bond Index 
Plus (Chart 5.1.14). Investors began to increa.se 
their level of concern regarding economic 
activity (see Section 4.4.2), credit conditions, 
external financing needs and elevated inflation 
rales in several EMs. Economic and credit 
conditions in China in particular were a source 
of concern regarding EMs. Political risks in 
several EMEs further weighed on market 
performance (Chart 5.1.15). 

Foreign portfolio inflows to EMEs, which were 
very hea\'y’ since mid-2009 due iti part to carry 
trade strategies, declined sharply in the second 
quarter of 2013, and had a .significant impact on 
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EME yielcls (Chart 5.1.16). (b oss rapiuil flows to 
EMEs declined in the second and third quarter 
but remained positive with foreign direct 
invcsiiiicnt flows continuing to comprise the 
largest component (Chart 5.1. 17). 

E.Vi iittancial markets canur under renewed 
pressure in early 2014. I’niike dnring stress 
episodes in 2013. changes in expectations of' 
Federal Reserve policy did not appear to play a 
leading role, as EM asset prices weakeitetl eveti 
as long-term Treasury yields declined. Instead. 
EM market weakness appeared to be driven 
hy a series ofconmry-specifir developments in 
China, Turkev, Argentina. E’kraine, and Russia. 
Declines appeared to be amplified by a more 
genera!i/c(l reduction in global risk seniimcm 
iii the aftermaih of extended rallies in some 
risk assttts (such as I’.S. equities) and weaker 
data from the United Siace.s and China. 

In 2013. EMs issued a record amount of 
corporate debt and the outstanding amotini 
reached its highest-ever share of GDP (Charts 
5.1.18. 5.1.19). The issuance of U.S. dollar- 
deriominated (IISD) corporate bonds, at S422 
billion, was almost four times that of the Si 1 1 
billion issuance of sovereign bonds. This rise in 
issuance comes as EMEs represent an increasiitg 
share in global economic activity. 

Asian firms were ilur most active is.suers of 
international debt securities in recent years, 
followed by Latin Amcricau firms. Asian 
corporace.s currently account for 40 percent 
of outstanding EM corporate bonds, with 
Chinese firtns doitig much of the borrowing. 
Brazilian firms account for the majority of Latin 
American borrowing. 

Growtli of the EME corporate bond market 
i.s generally seen as a positiie development 
reflcciing the iticrcasiiig global integration of 
firms in EMs and an iinprovcrnem in access 
to funding. Portfolio divcrsiftcaiion inceniivc-s 
and risk-return preferences suggest an ongoing 


5.1.16 Cutmilative Changes in 5-year Government Yields 


BasisPo^ AsOf;3t-Maf-2014 BasisPoints 



Note* rMinc*!j<30S average ol tBraasf. 
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5.1 .17 Gross Capital Flows to EMEs 


BiBiems erf US$ As Of: 2013 Q3 Billions of US$ 
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5.1.18 EME Gross Global Bond issuance 

aiiionstrfUSS As Of: 2013 Billions of US$ 



Source: Deaiogic 
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5.1.19 EME Corporate Debt Securities Outstanding 


Percent As Of: 2013 04 Psrcenl 




5.1.21 Currency implied Volatility 

Percent AsOI:3i-Maf-20i4 Porcerff 



Source; Bloomberg. L P. 


demand for EM asseis coiniiiensnrate wiih 
ihcir cronomir atid finaiicia! growth. Tiicsc 
developmenis. however, come wiih ri.sk.s: 

• Currency mismatch; The stock oi'EME 
corporate debt reveals that dollar- 
denoniinated liabilities still constiuite a 
siibstaiuial share of oitisianding liabilities. 
The tlebl burden ofan EME corporate 
bociXHver that has foreign currency 
liabilities but primarily local currency 
denominated revenues vvill rise in the event 
of depreciation in its local currencs'. 

• Market illiquidity: I.tw iratiing volume 
in the secondary market and a lack oi' risk 
management producis (i.e. corporate credit 
default swap.s (CDS)) could amplify ilie 
maikct reaction in the eient ofa selioff. 
leading to a sharp hike in corporate lending 
rates. 

• Negative transmission linkages to banking 
sector and real economy; I leiglitened 
corporate default rates coi.ild generate io,s,ses 
for domestic banks — both in their loan 
books, if the)’ are large iendetrs to bea\d\' 
indebted corporate.s, and in their securities 
holdings, if they h<.>](i corporate debt, Thi.s 
could weaken bank a.ssei. quality and capital 
ade(|uacy iind constrain credit availability to 
the domestic economy. 

Foreign Exchange 

In 2013. ilie I,.’SD appreciated modestly on a 
tratle-weighced basis, appreciating the most 
agtiinst the Japanese yen and EM currencies 
(Chart 5.1.20). Tlu* level of option-implied 
volatility across major currency pairs lias 
remained near liisioric lows (Chart 5.1.21). 
Markei participants cited improved U..S. 
economic data and the actual announcement 
ofa decrease in the pace ofa.sset purchases by 
the Federal Reserve as supporting the dollar. 
However, the E'SD depreciated against the euro, 
the British pound, and ilie Swiss franc, due to 
improving sentiment toward these economies 
(Chart 5.1.22). 
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The euro has appreciated 7.4 percent versus 
the dollar since reaching year-lo-daie lows in 
July, and implied volatility continues to trade 
near multi-year lows. This was partly due to 
an improvement in economic data across 
the region, most notably GDP, Purchasing 
Managers index, con.sumcr confidence, and to 
a relatively benign political backdrop. Rising 
short-term interest rates also contributed to the 
appreciation of the euro. 

The Japanese yen's recent performance has 
been range-bound, as most of the currency’s 
nearly 20 percent depreciation versus the dollar 
from late 2012 to early 20T3 had coincided with 
aggressive fiscal and monetary policy changes. 
Investors also remain highly focused on the 
outcome of japan's ongoing .structural reform 
efforts. 

Year over year, ending March 2014, the British 
pound appreciated again.st all major currencies, 
including 9,4 percent versus the USD, on 
improved economic data and expectations that 
the Bank of England's (RoE) unemployment 
threshold of 7 percent could be reached earlier 
than initially expected, and may result in a 
reduction of BoE accommodation, 

EM currencies have come under pressure 
on investor concerns about the longer-term 
impact of less accommodative rnojietary policy 
by advanced economy central banks and less 
optimistic growth outlooks for many EMEs 
(Chart 5.1.2S). After the initial April 2013 
selloff, some cliffercntiation has occurred, 
though depreciation pressures remain for 
some EM currencies. After an initial .sharp 
depreciation, pres.sures on the Mexican peso 
and Indian rupee diminished over the latter 
half of the year. Despite this trend, South 
Korea and China have seen their currencies 
appreciate from April 2013 to March 2014. 


5.1.22 U.S. I^lfar Exchange Rates 



Soimiie: Feder^ Reserve. 



5.1.23 Change in Exchange Rates (April 2013-March 2014) 


Percent AsOf. Maf-2014 Percent 
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BOX D: Global Monetary Policy Actions 


Even though the economic recovery has solkjffied over u:.: 
the past year, activity in.mosl:advwKrea‘;eccMiomfes::: : : 
stiii reinains below potential, and^inflationary pressures :. 
remain subdued, with inflatiortwrettbsfow centra) bank ' 
targets in some instancesvln response^ centra! b^ks:- : 
in the advanced economies have corrtinued to adjust . 

. their, policies to sUsStain their accbmrhddatK^;§upi^f.t.y 
(Chart 0.1). The BoJ sut^ah,tiallyjrctBas^.tHe-sizeT^ 
of its asset piirchase program, wtiilethe ECB further t 
cut its main policy rate, and both tbeiECBJa'rid^.theBpE^ 
introduced forms of forvvard guidance (Chart 
Although tfie aconomic recovery irt the UnitedEtefe^-t-V;:; 
fed the: Federal Reserve to begin to reduce the: pacebt;;;:;?.::; 
:itSiasset.purGhases,;.ii has reinfor'cedlts guidanb&thaty 
monetarytpdlicy^wiil remain accommodatWefc^'sblhe: 

the: EdiJ: has. cbhtihued;to pursue achieving. arKi;-':':':.t^^ 
.ftiaintai.hihcg..a:2:pe:rbent:ihf!ationrate:.Targeting 
of:ihbreaSet.}h,.fe^ tb.:^7d'thl!ion';v:Vr 

:ahhuali^:by:plirch^ihg^ some nsWerassetS; 

:.s'u<ih':as::e:)<6hahge.i:traded:fuhds::{ETTs):bnd Japanese^^^^ 
,Ratsi:the:EpU’s:.aSsSts.:haye grower 
■i.depfSciated substantially in iata.20l2thrdugh .aarlyi20i3;;i;-: 

: a:rj,d:i|^a.nese. spvereigh'.yields 
.:'Oyeit:as::SQvefeign rates, 
;'haye:::hsehi::Sb:'.farii:the,.:shift:ih'pblicy:seerns:d6^ 
.isuCQ^Sfui'ih/h^pihgtp.stiitiu^ 

;:ahd.;faiSihg::B6th .|!Tf}atipH:ahd.ihfla}i6n ekpectatib^^^ 

, ttfbugh'.yaanbvehypah^ below 

' porbehtiatgety:\::;vT::yA:::::;:y^ 

At its. 'August 'ppliby :m6etihg;::,the BoE introduo^ nevy:';: ii.,'-'; - 
forward: gufdahbelp: provide greater: Clarity. arKt'.toTk^ 
market, participants, from, revising up excessivelyTt^^^^ 
Sxppctatj,bhS:bf:fi.iture:m6hetary.policy':The'BbE’sCy'.A 
MOh 0 tary:Pb!icy:Gommittee (MFC) ailriounced't 
ihtehded:tb keep:the policy, rate at, its 'cunent'levei:'ofvA'' y 
OiSpercer'ttiaifd the stock of assets pufchased"ai'^75:V.r:; 
billion at least until the unemployment rate has fellen.io - : : 
7 percent, noting that it expected this to occur around : 
mld-2016. The MPC stipulated.tiiat.fts guidance would < . .. 
cease to hob if it exoected inflationionse.morethai. . .; 
0,5 percent above its target, or if rt thought that inflation. -.. 


D.l . Advanced Economy, Base Money 

' Triit^'cXttx^'t^irency'- '■ ; As Of; Mar;20i4 .Trillions i 



■.' Source; Bank of Japan, F^eral Reserve:: Eurc^eari .Central Sank . :> 


D.2 Central Bank Assets 


■■■.■'.Pai'cierit ofGDP.. 



Source; Haver Analytics: . ; 


expectatiohs had becbrnei.uiTan.chored dr its. policies ;; yU 
posed a.signific.ant.threaiB):f!hahcial:Stab!!ifyyFb.l!oWihg 
a much more rapid drop: in :the.;Uh.errip[:c^ rat©: tl'ian . . .. : 
was anticipated at the.time that its.ibrward gLiidahee. was.;: : 
adopted, the BoE recehtty.r©vised.jts::gtjidahce,: tying:::.: 
(ift-bff'of its' policy rale, riot just.:t0.the.uherhptoy.rneht rate^.'^^.^. 
'buV'to the'MFC’s overall ass©vssfne.nt of spare.capacityih.' : 
the U'K.'economy, In ahofheretfort to'stirhulate growth, . 
the BoE and U.K. Treasury extended the length and . ; ; 
teims.of their Funding for Lending Sctiemc, which was . 
designed to encourage lending to households and smail- . 
etfidmedium-sized enterprises: tiowever, in November in 




light of a pickup in the, housing marketi the terms of this- 
extension were changed to remove supitort.for'l^dirfg tdit 
households white continuing to supporti.lending'fp'sm^i-'f:'-; 
and medium^sized enterprises. , ' 

The ECB continued to offer three-month funds: frirPPgH.itS'. 
longer-term refinancing operations; howev'er.'asfinah'diai::';; 
conditions improved in the euro area> many banks began'T 
to. repay funds borrowed from earlier,; three-yeap ECB. -'T'-v;: 
ioan operations, and overnight iritorest rates began' to.tonft; 
up sprriewhat, in liglit of a still-fragile economic mcox^ry::::;. 
.ahd.'decliningdnflation, the ECB sought to provide fofther";;:; 
rri6netari/.:stintu.ius..:U^ both conventionai 
pdiicyi artd.fdrwardig^ cut its benchmad^'':',- 

polit^; jate;b9..;25,' b^^^ May and Novemb^^.v 

.Idwenhg;the..rate:trdrhi7^^ its July."- 'y i;; 

nteeting/.the'Gpverhingr^ V '. ' I'.:; 

:f6twaid.:gUiddnce.by;ahndd!lci,hg;t^^^^^ 
EGBi.intefest':ratos.tp;rem.aih;a^ ievels'fof.'; ' 

■ai1;extertded;'pdfipd''C^;time.T^ 

;in:the ..United iSiafes;. the :Fdde^ 

■{F<6M.G).;'ma'i^kihedth'epace;tof!d.rge.-Scateiasse^^;;r;:■^ 

:ddrcha.sedthrdbgh.l.ast:yedr,:Gdhtinuin 

''hofdfnge';dTag'e.hcy:.W.BS;;aiid.bdng^^^^ 

■secu;i.1tie&;ait;a'pace;dt;$4G!biiffoh.dh.d^ 

■md.ntBi.;respSctiy0ly::;;At;fts:bedember;^^ 

b,utldQk:.for:.iattohmbrkei;cidi^ 

idipltoveyitdd'FOIVtC^anndbddedlllat:;^^^ 

1t;.vvdLi!d'iitbdest|yredifcei.'theipat^^:d^;ttsb 

agehcy:MBS.iandi.ldhgeh-ferrh;:T^^ to 'SSS-'; ■ 

■bii.ltbh;'a.rid.'$40:t;)'il!iph;;pd'dmo^ 

saidetime;:the.FOMG..rQintdr66d^^ pn'T 

the. path :df: the ;tederai f unds rate; . Irtdicating that ^ 
dohsider.ndtlbniythdurietnp^ aisoother;'-;-,': 

indiCat6rS--^in.ciudirfg.;additiQnai measures 
conditions;; ihdldatbrS; of inflatiqhfpressures and inflation','- .;'::.: 
expeGtatibhsf:a.rid. readings, on financial.devetopmentsMh'; 
d8terhtining:how:tong:. tb m a highly accommodative':. 
stance'of.'rhbhetsry policy, Sased'on these fectom,.,lJie-.:.f''^.,' 
FOMG. anticipated that. it wouid, likely be appropriatetb-.i''.'; ;, 
imaintairt the ci.irrent federal funds rate target vveirpast"'---. 
the. time that the unemployment rate declined. to beic^.t'':,''-::;: 
6.5 percent, especially if projected inflationtoontlnped, to'. 


percent longer-run goal, -With 
:incoming.irrformation brc^fy.SUpporting the'FOMC's 
fiexpectatlbd bf bngding. improv'ementjn' labor market ■ 
rtcbndi^hsj^d inflatipniiTtovfng.back toward its longer- ' 
ruh}Q^ectivmH!to;FpMGannbw further modest 
vr^uctjpng.iin'the.pabeoflas^t purchases at its January 
: and;March- 612014, .mdefldgs. bringi tfie.pace of ' 
.ipferbh'ases; td ^5: biliibh f^r.mbfith for agency MBS and 
:;^b;bjHibhpernibr^.fo.r,lbnger-terr^ securities. 

Tbeifeiathmiy rT^ currency market reaction : 
to the FGMC's.C^«^ber 2013 and January 2014 i.,;. ; 
.^^nbbhbernents couid be attributed to the fact that 
fekpbctatipnsft^; a. reduction in the pace of, purchases:.: , ' 
'..jwemi^^dy.'priced'into .the market/.lndeedi. there: 
;.;h'ad:bee'n'.'mdfe 'market'turmQl!'in May and. June^^ 
'.;;^ar;:^en speculation that the ,FpMG: v^.u!dj begin. ^ 
';'feducejHe'pace''ofits'asset;purc.h^eS.:fifm.intehSifi'edi^ 
'(Chart D.3)ytbng-ter,m.ihtere^.;fateb.intHe.Pnite 
'-and;mhe'r,;foreignectondmles.;incmaseds,dbman^ 
that:timey:totemst rates i'nsorneiEMBs.ihcr^^ 
';.the;,db|iarappreciated;againstmbsbbthencurm^ 
jS^'e-BMEcentraj banks. alsb.intei%Srted;'tbisqpp6d.:^ 

: theiVicurrencieS. .Howeverrithbse.'respbnae^ 
:unifdrmnG8ntra!.bahks;.ih;sbme;^ 
:’fuHdamentois,,ihciuding:,,Mdxteb'.and:,'Sbb 
•iejtoughfeeway to cut.theibpbiicy rates; aS.t^ 
:0pwmdmoderatedymyTy;-;TT:;w;.:iV;;;y;T;;''.;:m 


D.3 Market Volatility 



.:,''''M6le;T»>» JKlVgiiiaiwc an, easwaoSimiil^lTOiaiiiyw, 

!T» KM-VXY is h .■TOsanti cl Mg'k>gMn 
. S^CK BtOC»I^)e^, L,P. : n«iae^-»!,arfenii-mar)ral3 
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5,1.24 Selected Equities indices 


5.1.3 Equities and Commodities 


As Of:31-Mar-2014 



Source Haver Analytics 


Note: 01-Jul-2008= 100. 


5.1.25 S&P 500 Key Ratios 

Percent AsOf:3l-Mar-2014 Percent 



Source: Bloomberg, L.P, 


5.1 .26 Returns in Selected Equities indices 


Major Economies 
U.S. (SSP) 

Euro (Euro Stoxx) 

Japan (Nikkei) 

U K (FTSE) 

Selected Europe 
Germany (DAX) 

France (CAC) 
liaty (FTSEMIB) 

Spain (IBEX) 

Emerging Markets 
Brazil (Bovespa) 

Russia (RTS) 

InOia (Sensex) 

Ctiina (Stianghai SE) 
Hong Kong (Hang Seng) 
Source: Capital IQ 


Change from 
i-Apf-20i3io 
31-N«ar-2014 


Change from 
5-Vear Low to 
3lM»-gQl4 
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74»a 


-lO^i 


20% 
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-9^.b 4% 

-1% 64% 


Equities 

.■\1} major equity indices in advanced 
economics cxhibiicd signiticant gains in 
2013 (Chart 5.1.24). Tlie rise in developer! 
market equities was bolstered bv an improved 
global grow th outlook. low- interest rales, an<i 
accommodative monetary policy (see Box D). 
hi the L’niicd States, the price performance of 
equity indices continued to he positive, witlt a 
gain of over 20 percent for tlie S&P 500 fttdex 
since April 2013. Corporate equity valuations 
increa.sed notably, as the price-to-earnings 
ratio for the S&P ,500 rose over the course 
of the year (Chart 5.1,25). 'I'he.se increased 
valuations reilected corporate c’arnings growah 
that .started to shift from cost savings to a rise 
in sales and revenue. In the euro area, the 
Euro Stoxx Index rose by approximately 22 
percent, since zVpril 2013 (Chart 5.1.26). In the 
United Kingdom, the FTSE 2,50 index rose by 3 
percent. Finally, Japanese equity inarket-s rose 
by 22 percent. 

In contrast, F.M equities declined significatuly 
over the past year. The declines were led by 
Brazil and Russia, which fell by 10 percent 
and 15 percent, respectively, and were 
reflccled more broadly in the M.SCI Etnerging 
Markets Index, which was down 4 percent. 
Underperformance in EMs reflected concenrs 
regarding economic activity, credit conditions, 
and exchange rate risk, Chine.se equity markets 
also wx'akeued due to economic growth 
concerns as the Shangliai atid Hang Seng 
indices fell 9 and 1 percent, respectively. In 
Ru-ssia, equity m:trkei.s fell sharply at the start of 
March 2014 in response to tensions around the 
purported annexation of ('.irimea from Ukraine, 
political instability and violence in Eastern 
Ukraine, and potential repercussion.s from U.S, 
and EU saticiiotts, 

U.S. cc|uity market implied volatility, as 
measured by the Chicago Board Options 
Exchange Volatility Index (VIX), averaged 
roughly 14 percent in 2013. This marks a return 
of the VIX not only to pre-crisis levels, but also 
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toward the lowest levels of the past 20 years 
(Chart 5.1.27). Implied and realized volatility 
nticfttaicd significantly during the year, with the 
\dX ranging between 12 and 21 percent. The 
(Inctnations were most acute in early M.iy when 
discussion of tapering by the Federal Reserve 
increa.sed. arouiul I'.S. fiscal ticgoiiations in 
October 20I.S, and again in January 201'1 when 
EM asset price volatility rose asnid increasing 
global growth concerns. 


Commodities 

Oil prices varied within a narrow hand and 
experienced less volatility than in prior years 
as sharp U.S. domestic supply growth offset 
sanctioned Iranian exports, reductions in 
Libyan supply, and shocks to the geopolitical 
risk preminiri diu: io the conflict in Syria. 
Consequently, average retail unleaded gasoline 
prices in the United States experienced more 
muted seasonal price spike.s in comparison with 
prior >’ears, The difference between West Texas 
Iniet'JTiediate, the principal U.S. oil benchiriark. 
and Brent, the international benchmark, 
narrowed in but the spread between 
the two persists with a backdrop of further 
projected gains in domestic energy production. 



Source: C£^:^i IQ 


Growth of natural gas production in the United 
Stales has slowed as producers have shut down 
projects or shifted their focus to oil and other 
more high value liquids amid the low U.S. 
natural gas prices of the last low years, ilcnvever, 
a surge in demand due to tuuisualiy cold 
weather led to a spike iu nauira! gas price.s in 
early 20M, 


Indusiriai metal prices that are heavily 
influenced by demand from Asia remain 
depressed relative to 201 1 peaks as market 
participants coalesce arounrl lower growth 
expectations for Asia and the emerging world 
more broadly (Chart 5.1.28). 


5.1.28 Commodities 



tsdesifiai Msiais 
Crude Oii 
Nabji^l Gas 


SotirtK; Energy information 

Administratiwi. SSP. Haver Analytics Note: 01-Jul-2008 = 100. 
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5.1.29 

Index 

National Repeat Sales Home Price Indkies 

As Of: F«>-2014 
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Source; CoreLogic. FHFA, 

Haver Analytics No(e: Gray bars sigr^ NBER recesaons. 


5.1.30 Monthly Originations by Purchase and Refinance 

Billions of USS As Of: Dec-2013 Percent 



0 1 ^ 1 1 1 1 ^ 
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Source. CoreLogic, FHLMC 


5.1.4 Real Estate Markets 

Housing Market Overview 
Housing prices in 2013 cominued lo recover, 
ihcMJgh ihc pace of recovery slowed in the 
second half of the year as mortgage rates 
rose following increased uncertainty and 
anticipation around the timing of Federal 
Reserve tapering. Home prices in January 
2014 were up 7.4 percent over one year earlier 
according to the FHFA’s repeat sales home 
price index (Chart 5.1.29), which reilecis sales 
of single-family detached homes purchased 
with conforming loans. From March through 
October 2013, seasonally adjusted monthly 
e.xisiing home sales remained the highest 
since 2007 with the exception of November 
2009. New^ single-family home sales continued 
to slowly recover, rising 4..') percent over one 
year earlier in December 201 3, still well below 
historical norms, as both sales and supply of 
new home.s remained mined. Housing starts 
followed a similar paiiern, rising 4.2 percent 
over one year earlier in December 2013 to a 
seasonally adjusted ammal rate of 1.0 million 
units, still well below the hi.stoi ical average rate 
of 1.5 million units, Macroeconomic factors 
such as unemployment contribute to the low 
demand for new Itousing units, as do low rales 
of household formation that have averaged 
around hall'liistorical levels .since 2006. 

Rofinancuig, which made up over three-fifths of 
the dollar volume of mortgage originations in 
2013. fell considerably during the course of the 
\-ear (Chart 5.1.30). While mortgage purchase 
originations recovered slowly, climbing to a 
two-year liigli of S30.9 billion in July, refinance 
originations fell in each month of 201 3 from a 
high of $67.4 billion to $12.2 billion by year end. 
Overall, total originations (ell in each month 
except May and purchases have outpaced 
refinancing originations since October or20l3. 

The performance of outstanding loans 
improved sigtiificaruly since 2012. Deiintiuent 
loans declined from 3.1 million in December 
2012 to 2.7 million in December 2013, partly 
due to reduced rates of negative equity and 
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improved macroeconomic conditions. As a 
result of price increases, completed foreclosures 
on underwater loans, loan modificafions, and 
the amorii/ation of older loans, the fraction 
of mortgages with negative equity declined 
markedly from 21.6 percent at the end of 2012 
to 13.3 percent in the fourth quarter 2013, 
with the total value of negative equity falling 
from $628 billion to S398 billion during the 
same period (Chart 5.1.31). The backlog of 
mortgages in foreclosure has also showed signs 
ofimprovement (Chart 5.1.32). The share of 
loans with payments more than 90 days past due 
dropped from 3 percent to 2.6 percent between 
December 2012 and December 2013 and the 
share of all loans that were delinquent fell from 
7.5 to 6.7 percent. Over the same period, the 
share of mortgages in foreclosure dropped from 
3.7 percent to 2.9 percent. 

Current credit standards remain more 
conservative than prior to the financial cri.sis. 
The average FICO score of individuals receiving 
purchase mortgages from Fannie Mae and 
Freddie Mac reached a two-decade high of 766 
in June 2013. Borrowers with credit scores of 
760 and above make up an increasing volume of 
all purchase mortgage, s. The. portion of first lien 
purchase mortgages that went to borrowers with 
credit scores in this range rose from 47 percent 
in December 2012 to 53 percent one year later 
(Chart 5.1.33). However, there is evidence 
of credit loo-sening in refinancing, with the 
portion of refinance mortgage volume going to 
borrowers with credit scoi'es t)f 760 and above 
falling from 57 percent to 45 percent over the 
same period. With refinances making up the 
bulk of mortgages for 2013, the percentage of 
banks reporting looser standards in the SLOOS 
exceeded the percentage reporting tighter 
standards by 4.6 to 8.7 percent throughout the 
year, \^■hi}e FHFA and the GSEs have made 
progress in developing a new representations 
and warranties framework, lenders reportedly 
continue to employ tighter standards above 
minimum GSE credit standards, rcllecting the 
perception of increased put-back risk associated 
ivitb lowcr-credit-quality and higher loan-to- 
value ratio loans. 


5.1.31 Mmlgages with Negative Equity 

Biftwis of US$ As Of; 2013 Q4 



Source: GoreLogic 


5.1.32 Mortgage Delinquency and Foreclosure 

Percent As Of: 2013 Q4 Percent 



Source: Mortgage Bankers Association, 

Haver Analytics Note; Percent of all mortgages, 


5.1.33 Purchase Origination Volume by Credit Score 


Percent of Ongination Vblume As Of- 20t3 Percent of Origination Volume 



2002 2(m 2006 2008 2010 2012 

Scsjrce: CrxeLogic Note: inciueJes first lien purchases only. 
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5,1.34 Servicing Growth: Banks vs. Nonbanks 

Trillions of USS AsOf.2013O4 TrHIions of US$ 



Source: Inside Mortgage Finance 


5.1.35 Mortgage Originations by Program 



Percent As Of: 2013 Q3 Percent 
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Source: Inside Mortgage Finance 


Over llie next few years, the bulk of home 
equity line of credit (l iELOC) originations, 
vvhich were made in increasing vohnncs leading 
up to the crisi.s. are approaching the end of 
their draw periods, meaning that homeowners 
face the beginning of repayment of the 
principal borrowed and in some cases balloon 
payments of their entire principal balances, 

In 2014. roughly S23 billion in outstanding 
HELOC; balance.s are expected to reach tlie 
end of their interest-only periods. Another 
estimated $41 billion will reach the end of their 
draw period in 201.o. followed by S49 billion in 
2016 and $64 billion in 2017. 

Investor activity in home purchases increased in 
2013, particularly iii regions that experienced 
.signiiicani home price iturcases over this same 
period. Investors purchased homes for rental. 
They also participated in this market via equity 
REITs. In addition, the first rental properly 
securitization bond was issued in late 201.3 with 
the potential for more issuance in the future. 

U.S. commercial banks and thrifts continued to 
transfer MSRs throughout 2013 (Chart 5.1.34). 
By the end of the year, banks held $5.4 trillion 
in unpaid balance, down $7.58 billion from 
2012 as many banks songlil to reduce holdings 
subject to enhanced capital requirements that 
begin to go into effect in 2014. In contrast, 
nonbank holdings increased by $806 billion to 
$1.7 trillion. 

.At their peak in 2006, prior to the financial 
crisis, private portfolios and securitization 
comprised nearly 70 percent of mortgage 
originations. With the collapse of the MBS 
market and the onset of the financial crisis, 
private capital dried up in mortgage markets, 
leaving government and agency gtiaramees to 
back over 00 percent of originations in 2009 
(Chart 5.1.35). With the housing recovery, a 
limited amount of private capital has taken 
on credit risk, primarily in jumbo loans for 
very high-credit-quality borrowers. However, 
private capital still has less than a third of 
the market share it had at its prc-crisis peak. 
Todav, the share of all originations through 
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Llie Federal Housing Adminisiraiuin (FHA), 
the U.S. DeparimeiU, of Veterans Affairs, and 
('■SF.s stands at 81 percent.. There is evidence 
lhai risk'bearing private capiud is reentering 
the njarkec primarily \'ia portfolio leading 
and whole loans rather than securitization, in 
part due to barriers to investor reviews of the 
underwriting of securitized loans that persist. 
Although private securitization volume doubled 
in 201.3, it still remains less than one percent of 
all origiiniiions. 

The GSEs completed nearly 4.1 million 
refinancings in 201.3 through Decetnber. with 
the Home .•Vlforda.ble Rciinattce Program 
representing 22 percent ofthis amoutit. In 
addition, (he FM.\ Streairiiine Refinance 
prognnn completed nearly .512 thousand 
refinancings, With the tiplick iti interest rates 
and depletion of rermance-eligihle homes, die 
GSEs’ refinance voliinie decreasetl in (he fotirlh 
quarter of 2013 by 6.3 percent over the fourth 
quarter of 2012, 

Government Sponsored EntitiesS 
Through the tiiird quarter of 2013, the 
GSEs accounted for approximately 76 
percent ofMIiS issuances, with practically 
all remaiiuiig issuances coming from Ginnie 
.Mae (Chart 5.1.36). .As market conditions 
.recovered, the financial health of Fannie Mae 
and Freddie Mac also improved. Fannie Mae 
and Freddie Mac posi.ed net. income.s of .$84.0 
billion and S4S,7 billion, respectively in 2013 
(Chart .5.1.37). While the liealch of these 
enterprise, s has improved, their recent profits 
arc not exjtccted t(.> be indicators of steady 
future profits, panicuUiriy because most of the 
2013 income came fro.ni one-time sources such 
;is the relca.se of loan loss reserves. 

In 2013. under FHFA guidance, the GSEs 
completeti three iransaction.s which were 
aimed at mininii/ing taxpayer risk by sharing 
credit ri.sk with private investors who pre-fund 
collateral at the lime of transaciions. These 
transactions accounted for (he bulk of the 
GSFls' caedit risk-sharing iran.saccions associated 


5.1.36 Issuance of RMBS 

TriilionsofUSS AsOf:2013 Triliions of US$ 



Soufce: Thomson Reuters, Oealogic, 
Fannie Mae, FfeOdie Mac. SlFMA 


5.1.37 GSE Net Income 

BHicins erf US$ As Of. 2013 Q4 Billions of US$ 



Source: SNL Financial 
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5.1 .38 Commercial Property Price Indices 

Index As Of: dan-2014 



Source: Real Capital Analytics, 
Moody's Investors Service 


Note: Mar-20(® = 1 00- 


with $75 biiiion in niortgages lhat were 
completed in 2013. The remaining transactions 
were based on insurance siructnres. 

Commercial Real Estate 

Commercial real estate (CRE) markets 
continued to improve in 2013. Price indices rose 
in CRE markets (Chart 5.1.38), though price 
appreciation lor retail properties continued 
to lag the rest of the sec tor. Delinquency rates 
on CRE loans at banks conlinited to imprcne. 
falling from 4.12 percent in the ibtirih quarter 
of 2012 to 2.46 percent in the fourth quarter of 
2013. 


5,1.39 CMBS New Issuance 

Billions of USS AsOf:201S ©ffionsctfUSS 
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Commercial REITs isstied almost $27 billion in 
un.sec:ured notes in 2013. higher than any year 
in the prcceditsg decade, Private connriercial 
mortgage-backed securities (CMBS) issuance 
rtrse in 2013 to S81 .6 billion, a level in line 
with years prior to 2005 (Chart 5.1.39). Market 
participants expect issuance to .slow due to 
the rising rate environment. Meanwhile, the 
reduction in CRE delinquencies at banks is 
reflected itt CMBS as well: ilie fraction of CMBS 
loan Italances in Fitch-rated deals i:hai; were 60 
or more days delinquent or in foreclosure fell 
from 7.99 percent in December 2012 to 5,98 
percent in December 2013. This improvement is 
also rcnccicd in slightly lower CMBS senior debt 
spreafls (Chart 5.1.40). However, refinancing 
risks for these CMBS could be significant if 
cash flows from the properties do riot: increase 
enough to support higher rates in the future. 


5.1.40 CMBS Senior Debt Spreads 

Basis Polnls AsCM,27-Mar-20l4 Basis Points 
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5,2 Wholesale Funding Markets 

Shori-term wholesale funding markets provide 
financial intermediaries with funds, on a 
secured or unsecured basis, that supplement 
other funding sources such as retail deposits 
and long-term debt. Major short-term whole.sale 
funding types include federal funds, CP. repos, 
ceriificalcs of depo-sit (CDs) and large time 
deposits. Financial institutions have varying 
reliance on short-term wholesale funding. 

IJ.S. branches of foreign banks and broker- 
dealers rend to rely more on short-term 
wholesale funding than domestic banks, ivhich 
have access to U.S. retail deposits. Sources of 
short-term wholesale funding include cash 
on balance sheets of nonfinancial companies. 
MMFs, reinvestments of cash collateral obtained 
from securities lending activities, and cash held 
by mutual funds, pension funds, and sovereign 
wealth funds. Domestic hanking firms' reliance 
on short-term wholesale funding measured as 
a share of retail deposits has decreased since 
the financial crisis. The decreased reliance on 
wholesale f'nnditig primarily reflects growth in 
retail deposits (Chart .5.2,1). 

5.2.1 Commercial Paper, Asset-Backed 
Commercial Paper, and Large Time Deposits 
CP outstanding of $952 billion in December 
2013 was essentially unchanged from a year ago 
(Chart 5.2.2). Asset-backed commercial paper 
(ABCP) outstanding continued to decline over 
201.3. extending a trend .since the fittancial 
crisis. As of December 201.3. ABCP accounted 
for 28 percent of total CP outstanding, while 
financial CP and nori-financial corporate CP 
accounted for .52 and 20 percent, respectively. 

Overall. dome.stic CP ont.stancling (excluding 
.\BCP and including both financial and non- 
financial CP), was generally stable over 2013 
(Chart 5.2.3). Domestic financial CP issuance 
declined to all-time low levels, which market 
participants largely attributed to a reduction in 
demand for short-term funding from domestic 
banks, as noted above. In contrast, domestic 
non-financia! CP outstanding modestly 


5.2.1 Com{K}Sition of Bank Short-Term Funding 

TriSonsotUSS As Of: 2013 Q4 



Sowce: FDIC, Fedaal Reserve. 
Haver ^T^tics 


5.2.2 Commercial Paper Outstanding 

Triions of US$ As Of' Mar-2014 
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Source: Federal Reserve, 

Haver Analytics 


5.2.3 Commercial Paper Outstanding 


BillionsofUSS AsOf:26-Mar-2014 Billions of USS 



Jan:12 Jun:12 Nov:12 Apr;13 Sep:13 Feb:14 


Note Does not include ABCP Domestic 
inciudesCP issued in the U S by 

Source: Fetter^ Reserve entities with foreign parents. 
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5.2,4 U.S. MMF Holdings of European EnUties’ CP, OT, and Repos 


Billions of USS 


Asa: Mar-2014 


BikmsofUSS 



Apr:12 Sep-12 Frt):13 Ju):13 Dec:13 


Source: SEC Form N-MFP 
filings, OFR Calculations 


Note: Assets v^ued at snornzed cost. 


5.2.5 Premium for Borrowing U.S. Dollars for 3 Months 



2010 2011 2012 2013 2014 

Note: Pcertiium for borrowing U S Oc^ia's >s ibe 
Source: Bloomberg, LP. negative oi me 3 monm£oro-us. Donar fx Swap 


increased, consistent with increased overal! 
corporate funding needs. 

Foreign CP outstanding increased by 
approximately 30 percent year-over-year in 
2013, driven by increased issuance by euro area 
financiai in.stittitions. This has generally been 
atiribuied to improving investor sentiment 
with regard to Europe and low U.S, money 
market rates prompting some "search for 
yield" behavior. Consistent with these trends, 
U.S. prime MMFs increased the amount and 
extended the average tenor of their unsecured 
euro area exposures (Chart 5.2.4). However, 
prime MMFs continue to have small direct 
exposure to peripheral euro area institutions. 

U.S. commercial bank large time deposits, 
which include wholes-ale CDs, modestly 
increased in 2013 to reach S1.6 trillion. Similar 
to dynamics in the CP market, growth was 
led by depo.siis at foreign institutions, which 
increased 14.2 percent. Large time deposits 
at domestically chartered banks declined 4.1 
percent. 

Consistent with relatively benign condition.s in 
offshore USD funding markets, the premium 
for borrowing USD via FX swap markets 
remained small (Chart 5.2.5). Moreover, the 
premium for borrowing USD against euros 
in the three-month ietiorwa.s negative in late 
2013. This indicates the existence of a premium 
for borrowing euros, which happened 0>r the 
fii-sr lime since early 2008, reflecting cased 
conditions in dollar funding markets and 
tighter conditions in euro money markets. 

5.2.2 Repo Markets 

A repo is the sale of securities for cash with 
an agreement to buy hack the securities at a 
specified date and price. This arrangement 
resembles a secured loan with securities as 
collateral. Securities broker-dealers play a 
significant role in repo markets. There arc 
ihroe repo market segments: the iri-pariy 
market, in which broker-dealers primarily 
obtain funding from cash investors and transact 
utilizing the collateral tnanagemeniand 
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seulerneni services of the two tri-party repo 
clearing banks (jPMorgan Chase and Bank of 
New York Mellon); GCF repo, which is centrally 
cleared by FICC over the iri-party platform; 
and bilateral repo, in which transactions are 
execnied vvilhoni the services of the two tri- 
party clearing banks. 

Repos outstanding decreased in 2013, as 
measured botli in the tri-party repo statistics 
and in the Federal Reserve Bank of New York 
(FRBNY) primary dealer survey (Chart 5.2.6). 
The decrease was particularly pronounced for 
agency MBS and. to a lesser extent, Treasury 
securities. Many institutions reduced their 
reliance on wholesale funding more generally, 
both repos and other forms of wholesale 
fttruiing. in response to an iufltix of retail 
deposits. Market observers also have cited 
other factors in reference to the decline 
in repo activity, such as the purcha.scsof 
Treasury securities and agency MBS by the 
Federal Reserve, as part of its l:u'gf-,scaie asset 
[turchases, as well, as delcyeragitjg by financial 
institutions in anticipation of enhanced capital 
regulations, notably the supplementary leverage 
ratio. The relative size of the primary dealer 
term repo market compared to the overnight 
repo market remained .similar in 2013 versus 
the prior year (Chart 5.2.7). 


5.2.6 Value of the Repo Market 


Trillions of USS AsW;Mar-2014 Trillions of US$ 



5.2.7 Primary Dealer Repo Agreements 

Trillions erf ires AsOf:26-Mar-2014 
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Tiie majority of iri-part.y repo financing 
remains collateralized by a.ssets that are 
eligible for use in Federal Reserve open market 
operations, stich as Trea.sitry securities, agency 
debentures, and agency MBS. As of December 
2013, these types of collateral accouiued 
for 75 percent of all tri-pariy repo collateral 
(Chart 5.2.8). The remaining 2,5 percent 
of collateral used in tri-pany repos includes 
corporate bonds, equities, agency and private 
label collateralized mortgage obligations, .ABS, 
CP, other money market instruments, whole 
loans, and municipal bonds. Haircuts in the 
tri-party market have been stable in the last feiv 
years across ail collateral classes, suggesting an 
unchanged stance towards collateral quality 
and potential price volatility. 


Source: FRBNY 


5.2.8 Collateral in Tri-Party Repo 
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5.2,9 Share of Securities Lending by Lender Type 


Percent ot Lending As Of: 31-Jan-2014 Percent of Lending 

I"" too 



2008 2009 2010 2011 2012 2013 2014 


Note: Data is based oo a survey of 
Source' Markit Group UmKed agent based lenders. 


5.2.10 Value of Securities on Loan 


As Of 30-Ja(V2014 



Source: Markit Group Limiled 


Note: Data is based on a survey ot 
ageni based tenders 


5,2.11 Composition of Securities Lending by Security Type 


Percent of Lending AsOt 30-Jan-20i4 Percent of lending 



l) ! I !' S 0 C // Annual Rrpurt 


While risks to fuKuicial si.'djiiity fciiiaiti in tiic 
in-party repo niiirket. over ihc past two years, 
the jndiistiT has made signilicatii progrc.ss iii 
implementing the vision of the Tri-Party Repo 
fnrrasirncturc Reform Task Force 
(see Section 5.1.1). 

5.2.3 Securities Lending 

Securities iencUng is a transaction invok ing 
the temporary transier of a secnri!\ hv one 
party (she icncier) to another (the borrower), 
in excha.nge for c<>iiateral in iiie form ol eiiltet 
cash or non-casit insirmiients. Iitsiituiions 
may want so liorrow .seciit itics to faciiiialc 
short selling, for derivative liedges. to deliver a 
security to another party to settle a iran.saction, 
or f<i obtain a particular .secni iry to jiost. as 
collatertil in another iran.sactit'n. The main 
lenders orsecui itics are insiiiiitional investors, 
such as pension plans, insitual funds, and 
insurance cotnpanies (Chart 5.2.9). The main 
hfirrovvers are hedge funds, broker-dealers, 
derivatives tradci's, and market makers. .VIo.si 
domestic sociirilies lending is done against casli 
collateral. Typically, the lender of a security 
pays an interest rate to the borrower for the 
cash collateral, I.enders seek to etirn a higher 
return hy investing tlie cash collateral in a VIMF 
or other short-ierni ini'esunem fund wliich. 
in turn, may invest in CP. repo.s, and oilier 
short-term w'holesale funding insirtimenis as 
cliscusstHl ahtne. 

The global value of securities lending 
transactions remained fairly Hat in 2()13, at an 
average value of around SI. 8 trillion, effectively 
unchanged from 2012, according to available 
estimates (Chari 5,2.10). The composition 
of assets being lent, both globally and In ilie 
United Stales, remained consistent with 2012, 
with govcnvmein bonds and equities continuing 
to comprise the va.st majority of securities 
lent in 201.'5 (Chari 5.2.11). Overall, maiket 
comnientarv sugge.sts liuie change iti lending 
terms throughout 2015. which is furilier 
sujipofK'd byrcsnli.s of Senior Credit Officer 
Surveys oji Dealer Financing Tcniis. 
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Both securities lending on a cash-collateral 
basis and on a non-cash collateral basis pose 
some risks, fn securities lending on a non- 
cash collateral basis, a party usually swaps, or 
lemporarity exchanges their lower quality assets, 
by posting them as collateral for higher quality 
assets, such as Treasury securities. This process 
is typically termed “collateral transformation.” 

Risks of collateral transformation are twofold: 
the value of the lower quality collateral could 
decline beyond the initial margin such that 
additional collateral must be posted to maintain 
adequate overccdlaieralizalion, which ran force 
deleveraging if the borrower does not have 
the adthtiraial r.f>ila!eral needed; and financial 
institutions providing collateral swaps might 
introduce additional counterparty and liquidity 

risk exposure. 

5.2.12 Securities lending Cash Reinvestment 


As is the case of non-cash collateral, loans 
of securities against cash collateral also 
pose risks. Before the crisis, cash collateral 
was often reinvested in assets with longer 
weighted-average mauiri(ie.s, cavising significant 
maturity and credit mismatches between their 
invested assets and their liabilities (cash) that 
became problematic when collateral needed 
to be returned on a same-day basis. However, 
despite recent data .showing an increased 
share of lending on a cash collateral basis, the 
weighted-average maturity of cash reinvesitneni 
remains well belotv levels seen in the pre-crisis 
timeframe (Chart 5.2.12), which suggests that 
ihe investment strategy of these cash collateral 
reinvestment pools remains conservative, at 
least with respect to duration risk. 
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5.3.1 Aggregate BHC Pre-Tax Income 

Billions of USS AsOf;a)13 


&liaiscrfUS$ 



i Provisions «■ 
fS Noninterest Expense 
S Rea’izea 6a‘ns^<Bses Mi Invesimerrte, 

2006 2007 20(» 2009 ^10 2011 2012 2013 


Source; FR Y-9C 


5.3.2 Return on Average Assets for BHCs > $10B 

Percent As CX: 2013 04 Percent 



Source: FR Y-9C 


5.3.3 Annualized Net Interest Margin 
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5.3 Bank Holding Companies and 
Depository Institutions 

5.3.1 Bank Holding Companies and Dodd- 
Frank Act Stress Tests 

Performance 

BHCs are companies with at least one 
commercial bank subsiciiary. Subsidiaries 
of BHCs may also include nonbanks such as 
broker-dealers, investment companies, or 
insurance companies. As of the fourth quarter 
of 2013, there were 1,054 BHCs in the United 
Stales (excluding Puerto Rico) with greater 
than $500 millioii in assets, whose aggregate 
assets totaled $18.0 trilliou. 

The domestic banking sector in 201 3 continued 
to face a challenging interest rate environment, 
enhanced regulatory requirements, and a 
sluggish, but slowly recovering, macroeconomic 
environment. Beginning in May 2013 and 
continuing for the remainder of the year, 
shifting expectations about; the timing of the 
Federal Reserve's reduction in asset purchases 
resulted in higher Treasury yields that weighed 
on capital markets and mortgage banking 
revenues. Despite headwinds, earnings grew 
in the sector in 2013, mostly as a result of 
expense control measures and lower loan- 
loss provisions as credit quality contintied to 
improve. Aggregate pretax income for all BHCs 
increased 25 percent in 2013 to $199.1 billion 
(Chart 5.3.1). Nevertheless, the return on assets 
across BHCs remained lower than the levels tiiat 
prevailed in the 10 years before the crisis (Chart 
5.3.2). 

BHC net. interest margins (NIM) conti.nuecl 
to decline through most of 2013, as they have 
for more than a decade, although the rate of 
compression decelerated (Chart 5.3,3). NTM 
compression was driven by the run off of 
higher-yielding securities amid relatively low 
reinvestment yields and increased competition 
across some loan categories, in addition, 
deposit costs remained near the irero-bound, 
limiting the extent to which BHCs could benefit 
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iVom iower i'unding costs. Moreover, some lai’ge 
BHCs took steps to increase holdings oi' lower- 
yielding, high quality liquid assets to improve 
tht?ir liquidity profiles, further pressuring 
NIMs. 

The rise in Treasury yields and steepening of 
the yield curve that began in May 201 3 have 
not yet translated into wider NIMs. Further, 
short-term rates remain low, so banks have not 
benefiled from yield increases on llieir floating- 
rate assets. BHCs mitigated the effects of the 
compressed rate environment through various 
cost control measures, including restructurings 
and compensation reductions. For example, 
some banks began reducing expenses in 
their mortgage banking businesses in the 
latter half of 2013, as higher MBS rates and 
lower origination volumes adversely affected 
mortgage-reiatt'tl resenues 
(Charts 5.3.4, 5.3.5). 

Despite continued margin pressure, the largest 
banks did not appear to assume ouisized credit 
or duration risk, although competition for 
loans has increased in the more profitable .small 
business and middle market segments. However, 
some smaller banks continue to lengthen the 
maturity of their asset portfolios, as evidenced 
in the estiiTicUes of the asset/liability maturity 
and repricing interval gap 
(Charts 5.3.6, 5.3.7). 

Large BHCs reduced some legal uncertainly in 
20LS as a result of settling certain outstanding 
legal matters, primarily related to pre-crisis 
mortgage lending (see Section 6.1.5). In 
addition to reduced legal uncertainty, BHCs 
benefited from greater clarity on impending 
regulations (see Section 6). Nevertheless, BHCs 
still face ongoing investigations into certain 
matters, such as manipulation of LIBOR and 
FX juarkets. These incidents highlight the need 
for BHCs to have effective risk management 
policies and practices in place to address 
potential legal risk. 


5.3.4 Total Residential Mortgage Originations 

a«cmsofUSS <teOf:2013Q4 Billions of US$ 
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5.3.5 U.S. Mortgage Spread 
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5.3.6 Maturity Gap at Large Banks 
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5.3.7 Maturity Gap at Small Banks 

Density As Of; 2013 04 Density 
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5.3.8 KBW Bank Index and Implied Volatility 


Index As 01 31-Mar-2014 Percent 



Source: Bloomberg, L.P 


5,3.9 Average P/B and P/E Ratios of 6 Large Complex BHCs 

P/8Ratio AsOf:3l-Maf-2014 P^Ratio 
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Market Indicators 

BHC share prices rose in 2013. .\s of the end 
of March, the KBW bank index had increased 
29 percent year over year and implied vohuiliiv 
had declined (Chart 5.3.8). The market \alue 
of the six largest BHCs increased 3! percent 
in aggregate and the markei-capiiaiizaiion 
weighted-average price-lo-book ratio for 
this group was slightly above 1 .0 at year end. 
Valuations are at the highest ie\el since early 
201 1. though they remain well below pre-crisis 
levels (Chan 5.3.9). Five->ear CDS spreads 
of these six BHCs tightened tipjtroximaieh' 

20 to .50 peircnl in 2013, and finished ihe 
year near pre-crisis levels, due primarily to 
continued strengthening of hank balance 
sheets (Chart 5.3.10). .5t!vancecl sy.siemic risk 
measures, which attempt to gauge sN’Stemic risk 
at the six largest BllCs in real lime, convimied 
to decline in 2013 and remain well below crisis 
levels (Chart 5.3,11). 

Capital 

.\ggregai.<* capital ratios, as defined j:)cr the 
Federal Reserve's (Capital .Assessments and 
Siress Testing reporting requirements (that is, 
the Y-14A report) for B1 IC,s increased modestly 
in 201.3 with the Tier I common capital ratio 
increasing 25 basis points to 1 1.70 percent, 

The domestic implementation of Basel 2,5 in 
January 2013 led to a large increase in risk- 
weighted a.ssets (RWAs) in t.!ic first quarter of 
2013 (Chart 5.3.12), negatively aflecting Tier 
I common capital ratios, particularly at the 
large.st banks with significant market risk and 
trading activities. Nevertlicless, tliis decline was 
offset by increase.s in retained earnings. dri\’en 
by positive operating results and by modest 
capital raising. 

Large B!fC.s, in aggregate, improved iheir Basel 
111 common equity Tier 1 capital in 2013 de.spite 
the rise in interest rates during tin* second 
half of the year, Tlic rise in rates led to a large 
decline in net unrealized gains on aiailable-for- 
sale (.AFS) .securities portfolios. 
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During 2013. most BHCs increased their 
capital distributions. Dividends paid by BIICs 
that participated in the 2013 Comprehensive 
Capital Analysis and Review (CCAR) increased 
approximately 19 percent in the aggregate while 
share repurcliases increased approximately 
76 percent from 2012. However, capital 
distributions remain subdued relative to pre- 
crisis levels. 

Liquidity 

Liqiiidity profiles continued to improve in 
2013. As of the fourth quarter of 2013, the 
consolidated liquidity ratio {liquid assets/ioral 
assets) of all B1 ICs reached 22 percent, far 
above historical levels (Chart 5.3.13). 

The improvement in consolidated liqxtidity 
ratios since the crisis is driven in part by 
inclusion of two large broker-dealers that 
converted to BIICs in 2009, as well as the 
acquisivion.s of broker-dealers by BHCs in 
2008. Broker-dealers topically base significant 
holdings of liquid asseus, which are often 
encumbered and funded with shorter-term 
wholesale funding (see Section 5.4). 

In recent years, BHC liquidity profiles also 
have benefiued from large inflows of deposits, 
W'bich have grown 29 percent since the first 
{piarter of 2009, compared to 4 percent grotvth 
in total loans. The strong deposit growth, 
amid subdued loan growth due to economic 
uncertainty and an uneven recovery, has 
resulted in BHCs increasing cash balances and 
holdings of liquid securities. 

The potential implementation of the LCR 
in the United States as part of the Basel HI 
liquidity framework has also been a driver 
for improved liquidity profiles. Tiic LCR as 
proposed by banking agencies, which would be 
fully implemented by 2017 if adopted, w'oulcl 
require banking institutions to hold a sufficient 
amount of highly liquid assets to meet their 
liquidity needs during a short period of severe 
liquidity stress. 


5.3.10 COS Siweads of 6 Large Complex BHCs 


Basis Pewtts As C»: 31'Maf-2014 Basis Points 



5.3.11 Systemic Risk Measures 

inttex As Of: Mar-2014 index 



Source: Bloomberg L.P., Noie SampleconsislsolBAC.C. JPM, WFC, GS, and MS, 
OFR calculations Measures are aarxiaraired by moir oistoricai voiatitny. 


5.3.12 Change in Tier 1 Common Ratios for Aggregate U.S. BHCs 
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5.3.13 Consolidated BHC Liquidity Ratio 

Percent As Of: 2013 


2 Standard DtJviatiof. 


-i-1 Standard Deviaiicsi 


Average {17.1%) 


1 Standard (deviation 
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5.3.14 Nonpedorming Loans {30-89 Days) 


Asa: 2013 Q4 



Source: SNL Rnanciai 


5,3.15 Nonperforming Loans (90+ Days and Nonaccrua!) 

Percent As a: 2013 04 Pereent 



Source: SNL Financial 


Asset Quaiity 

As.sei qualily ;ilso coitnnueci lo inijircnc* in '2013. 
NonperlVtnniiig loans decHned acros.s all major 
categories (Chart 5.3.14). Jed by declines in 
CRE. Rcsideiiiiai loan deiiiujuencies declined 
sharply during liic rear bia remain elevated, as 
extended fbreciosure liineiines in manv states 
keep longer daleti delinqiietK ies frotn being 
resolvetl {Chart 5. 3. 1.5). 

Net charge-offs (i.e.. reductions to loan loss 
rest'rves) also declined signiilcantU during tire 
year, with declines across all loan categories, 
and in aggregate reached pre-crisis levels. .As 
of the iburih quarter of 2013. the industry- 
wide net chaigc-ofT ratio 'vas 03 basi.s poiiiLS. 
a .37 Ixisis pttini decline iVom the pt ior year 
(Chart .5.3.16). Prenisions (i.e., additions lo 
loan io.ss reserves) as a .siiare of loans also 
decrea.sed to liisu)rical lows in 2013. I..,oan los.s 
reserves have fallen since 2010, but retnain 
slightly afiove jtre-crlsis levels. The ratio of loan 
loss re.serves to annualized net charge oils has 
increased sharply over the past three years 
as net. charge ofTs (ratio denominator) have 
deciinetl much more significanih' than loan loss 
reserves (ratio mitneraior) (Chart 5.3.17). 

DFAST and CGAR 

III Maixh, tlie Federal Reseri’c released liie 
results of the 2014 annual Dt.Hld-Frank .Act 
suxtss tests (DFAST) tiiid the CC.AR. ,A total 
of 30 BllCis with S50 billion or more in total 
consoiirlatec! assets participated in the annual 
stress i<?sts and (iCAR, including 18 BIlCs tlial 
[larlicipaled in 2013. 

DF.AST is a forward looking exercise conducied 
by the Federal Reserve lo evaluate whetiier 
the 3f) lUlCs have siifficictu capital u> absorb 
losses re.sulting from stressfui economic and 
liiKuicial maikci conditions, i.ising hypothetical 
supervisory .scemtrios designed hv the Federai 
Reserve. In the nine quarters of the planning 
hfiri/.on covered in the stress test. liie aggregate 
projecletl tier 1 common ratio for ilie 30 BIKJs 
fell to a niininmm knel of 7,() percent isnder the 
severely adverse scenario fVom 1 1.3 peirenl in 
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ihe third quarter of 2013 (Chart 5.3.18). The 
.siimmary results showed that under the severely 
adverse scenario, projected ininitsium tier 1 
romiiion ratios for individual firms ranged 
from 0.7 to 8,1 percentage points lower than 
acittal tier 1 common ratios in the third quarter 
of2013. 

Through CCAR, the Federal Reserve evaluau^s 
the capital planning processes and capital 
adequacy of the 30 BIICs, incliiding the firms’ 
proposed capital actions such as dividend 
pavmenis and share buybacks and issuances. 
The Federal Reserve considers both quafitaiive 
and quaniiiaiive factors iti anaiyzing a firm's 
capital plan. In 2014. the Federal Reserve did 
not object to the capital plans of 2,5 of the 30 
BHC,s iitul ohjc'C(i:d lo the cajhla! plans oi five 
E11C.S (Chart 5.3.19). Four of the objections 
were based on qualitative concerns about 
BIICs’ capital planning processes, Oneofthe 
objections was on quantitative grounds, as 
ilte firm’s tier 1 common ratio fell below the 5 
percent thre.shold under the severely adverse 
scenario. Following issuance of the initial CCAR 
resuUs, Bank of America Corporation disclosed 
that it had incorrectly reporuxl data used in 
the calculation of regulatory capital ratios in 
tlie stress tests. Based on these errors, the 
Federal ReseiA'c determined that the firm mii.si 
resubmit its capital plan and suspend planned 
increases in capital distributions. Bank of 
America must address the (juantitaiive erroi's in 
its capital plan as pan of the resubmission and 
undertake a review ol'its regulatory reporting to 
ensure there are no further errors. 

insured Commercial Banks and Savings 
institutions 

As of the fourth quarter of 2013, the banking 
industry was compo.sed of 0,812 FDIG-insured 
commercial banks, savings in.stiiutions and 
BIICs with total assets of .$14.7 trillion. There 
were 2.0.50 instil ulions with a.ssets under SIOO 
million and 660 institutions had assets over Si 
billion. The number of institutions fell In’ 271 
firms during 201.3 due to failures and mergers. 
Failures of insured depository institutions 


5.3.16 Credit Quality 

Percent of Total Loans As Of: 2013 Q4 Pereentof Total Loans 



Note: For dornesllc BHCs 

Source: FRBNY Quarteriy Trends Ffeport and commercial banks. 


5.3.17 Loan Loss Reserves 

Percent As Of: 2013 04 Percent 
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5.3.18 Initial and Stressed Tier 1 Common Capital Ratios 
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Source: Feder^ Reserve ratios uSng severely adverse supervisory sooneno. 
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5,3.19 Federal Reserve’s Actions in CCAR 2QU 


No nobjection 

Ally Financial 
American Express 
Bankoi America' 

Bank ol New York Mellon 


to Capi tal Plan 
JPMorgan Cbase 
KeyCorp 
Bank 

Morgan Srattley 


CTwection to CMMtal Plan 
Cit^rtx^ 

HSK; -Norlb Ameoca 
R3S Cisaens Fmanciai 
Sanianosr H:*3ings USA 


53VA Compess 
3MO Financial 
Capital One 
Comenca 

Filth Third Bancorp 
Goldman Sachs’ 
H'jnti.ngion SanCStiares 


PNC Financial 
RegiOTis Financial 
State Street 
SunTrust 
U.S Bancorp 

Welts Fargo 


Source: Federal Reserve 


Note Firms in lAie 8feArsi.|imeCCAA parlii3p9<s *8aF*or 
Amiencaaiwt GrXr^nan Sachs res ubm itted ffieir capkat pteis aittif 
receiwng resiits of bf AST BarA cf America is restkimating Os 
capital [kar. attw mcotrecav tapering regultfory capita. 


5.3.20 FDIC-lnsured Failed institutions 



1980 1985 1990 1995 2000 2005 2010 

Source: BEA, FOIC, Nwe. No FDiC-insured mslilutions 

Haver Analytics failed during 2005 and 2006. 


5.3.21 Commercial Bank and Thrift Pre-Tax Income 
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continue to decline since the financial crisis, 
as 24 institutions with $6 billion in total assets 
failed in 201.3 (Chart 5.3.20). This is the 
smallest number of failures since 2007. 

As of December 31, 2013, 467 insiilutions, or 6.9 
percent of all institutions, were on the FDlC's 
“problem bank" list, which include.s institutions 
with financial, ojX'rational, or managerial 
weaknesses that require corrective action in 
order to operate in a safe and sound manner. 
That total is more than 45 percent lower titan 
the most recent peak of 888 problem banks at 
the end of March 2011. 

Pre-tax income for all U.S. commercial banks 
and savings institutions totaled S224 billion in 
2013, representing a 12 percent increa.se from 
2012. Continued improvement in credit quality, 
with an associated reduction in loan loss 
provisions and other expenses, has been the 
principal driver of the recovery in pretax net 
income since 2009 (Chart 5,3,21). The positive 
trend in asset quality indicators has been 
accompanied by a reduction in overall portfolio 
risk as evidenced by the post-cri.sis decrease in 
RWAs relative to total assets (Chart 5.3.22). 

5.3.2 U.S. Branches and Agencies of Foreign 
Banks 

Foreign banks also have a large pre.sence in the 
Unitetl Stales. Together, assets of U.S. branches 
and agencies of foreign banks total S2.4 trillion. 
By comparison, FDIC-insured instilutions — 
which do not include U.S. branches and 
agencies of Ibreign banks — hold S14,7 trillion 
in assets. 

Cash and cash equivalents, particularly 
reserve balances at the Federal Reserve, have 
grown .sharply since the crisis and continue to 
represent the largest asset category for foreign 
branches and agencies (Chart 5.3.23). 

U.S. brandies and agencies of foreign banks 
also dedicate a significant portion of their 
balance sheets to loans. Direct C&I loans 
outstanding bv these bank.s typically constitute 
the largest portion of their loan portfolios. 
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The liabilily structures ofU-S. branches and 
agencies of foreign banks also vary considenibly- 
These U.S. branches lack access to the stable 
source of funds represented by households’ 
checking, savings, and other transaction 
accounts, as they are not permitted to offer 
deposits insured by the FDIC. Instead, 
wholesale funding, particularly (’.Ds issued 
primarily to institutional investors, provides 
the iriajoritv of funding for these institvilions 
(Chart 5.,'1.24). 

Pre-crisis, U.S. branches and agencies of foreign 
banks, in aggregate, obtained wholesale dollar 
deposits in the United States and used tliose 
deposits to provide tiollar funding to their 
parent organizations and related arfiUates, 
which in turn used the funds for lending and 
investment. Beginnitig in 2011. this trend 
reversed, For .sortie iitsi.iniiions. (low.s fitju) 
parent and related entities into U.S. branches 
and agencies served to stabilize U..S. branches 
experiencing deposit withdrawals stemming 
from European sovereign and banking sector 
concerns. More recently, dollar inflows to U.S. 
branches and agencies of foreign banks, in 
conjiinciion with an increase in U.S. deposit- 
taking (sucli a.s negotiable CDs) on the pari of 
tliese insiiiLitions, have funded an accumnlaikm 
of reserve balances at the Federal Re,serve. 

5.3.3 Credit Unions 

Credit union.s are member-owned deposiloiT 
institutions. As of the fourth quarter of 2013, 
there were 6, .5.54 federally insured credit unions 
with aggregate assets of nearly $1.1 trillion. 

More than three quarters of credit unions 
(.5.099) had assets under $100 million, while 
426 credit unions had assets over $.500 million. 

Corporate credit unions — which provide critical 
services to ilic broader credit union system — 
continue to consolidate and deleverage as they 
refocus their business models on providing 
operational svipport to consumer credit union.s, 
raising capital, and adjusting to the new 
regulatory environment. As of December 2015, 
there were 1.5 corporate credit unions with 
SI8.5 billion in assets serving consumer credit 


5.3.22 Ri^-Wei^rted Assets and Return on Assets 

Pweert MOf;20l3Q4 Percent 



Source: FDIC, Haver Analytics 


Note: Ail FDIC-insured institutions. 


5.3.23 U.S. Branches and Agencies of Foreign Banks: Assets 

Trillions ot USS AsOt:2013Q4 Trillions of US$ 



Source. Federal Reserve, 
Haver Analytics 


5.3.24 U.S. Branches and Agencies of Foreign Banks: Liabilities 
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5.3.25 Federaliy insured Credit Union Income 
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5.3.26 Credit Union Deposits 

Percent AsOf.?Oi3Q4 Percent 
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5.3.27 Credit Union Long-Term Assets 
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unions — a decline iron) 27 <:orj)()raie credit 
unions wiili S96 billion iii :tssets in 
December 2007. 

.\nnuai net income at credit unions was aboni 
$8.14 biliion in 2013 (Chart 5.3.25), a decline 
of .3.8 percent from 2012. The amount of 
outstanding loans at credit miions iticreased 
by 8.0 percent (year-over-year) during 2013. 

This was an increase irom 4.G percent in 2012. 
The c redit unirni system experienced return 
on average assets (ROA) <.'l 78 basis points iti 
2013, a decrease from 8.5 basis points in 2012. 
The decline in ROA reverses a four-year period 
of rising ROA, in 2011 and 2012 ROA increased 
even as nei-inieresi margin compressed. The 
RO.A growth dtii ing tltis four-year period was 
priinarilv driven bv reductions in provisitnis for 
loan losse.s. .-Xs provisions for loan losses have 
returned to their pi e'Crisi.s levels, the industry- 
wide trend ofXlMs is more clearly reflected in 
earnings. XlMs declined to 2.8 percent in 2013 
from 2.9 percent in 2012 and are down 45 basis 
points Croin 2010. 

A key concern for the industry is ongoing 
challenges related to the low interest rate 
environmcfU and tire evetiiual transition 
process to a higher rate environnient. 
potentially with a (hmer yield curve. Although 
interest race sensitive deposits contimte to 
decline as a share of total liabilities, they 
remain well above pre-crisis levels a!.Kl the 
share <'f' money market accounts and individual 
retirement accounts continues to increase 
(Chart 5.3.26). Net long-term assets continue to 
iticrease as a share ofassets despite the decline 
in the .share of mortgages maturing in five years 
or longer (Chart 5.3.27), It appears that, having 
exhauste<I ttfber sources ofearnings growth, 
.some credit union.s are reaching for yieid by 
lengthening their term of investments to boost 
near-term earnings. 
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liivcstrticnis in toial have increased, rising from 
19 perccnl of assets in ihe fourth qtiarter of 
2()0r> to over 28 percent in the second quarter 
o!'2()]3. Total investntents as a share of assets 
declined somewhat during the second half of 
2013 ID just iiitder 27 percent. But over the year, 
investments with a marnriiy of less than three 
tears fell 13 percent — a decline of almost $2.5 
billion — while inveslinenls with a maturity of 
more than three years rose by 31 percent — a 
rise of S30 billion {Chart 5.3.28). The slight 
increase in long-term interest rates in 2013 
has already had a .snhstantiai effect on the 
market valite of these investments. A\ the end 
or20!2, credit unions had an imreali/ed gain 
of $2.8 billion from heki-io-mainriiy and AF.S 
securities. By the end of 2013, this gain had 
reversed to an unrealbed loss of S2.'4 billion 
(Chart 5. 3. 29). In addition to federallv insured 
credit unions, tliereare 133 non-federally 
insured credit unions operating in nine states. 
These credit unions, which are insured privately 
and not backed by NCUA share insurance, had 
$13.4 billion hi combined assets at the end of 
201.3 and served 1.2 million members. 

5.4 Nonbank Financial Companies 

5.4,1 Securities Broker-Dealers 
As of the fourth quarter of 2013, there were 
4,378 domestic and foreign-owned securities 
broker-dealers regi.stered with the SEC. The 
U.S. broker-dealer .sector remains relatively 
concentrated, with about 60 percent ofincUisiry 
assets field by the t.op 10 firoker-dealers at 
the end of 2013, the largest ofwliich are 
affiliaied with domestic. BHCs or fbreigTi banks. 
Aggregate annual revenues of broker-dealers 
increased by ap|:)ro.ximately 3.4 percent in 2013 
to $71.2 billion, with increases in all categorie.s. 
except in trading and otlier revenues related to 
the securities busine.ss (Chart .5.4.1), 

As.sets held within the U.S. broker-dealer 
iiidusiry declined modestly in 2013 to $4.6 
trillion (Chart 5.4.2). Broker-dealer leverage 
similarly declined slighiiy in 2013, after 
decreasitig markedlv during the crisis to a level 
last seen in the eariv 1990s and remaining 


5.3.28 Credit Union invesUnents by Maturity 
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5.4.2 Broker-Dealer Assets and Leverage 


Triilionsof US$ As Of: 2013 Leverage Ratio 



2005 2006 2007 2000 2009 a)10 2011 ^12 2013 


Note: Leverage is the ratio of total 
Source. FINBA assets to equity. 


5,4.3 Primary Dealer Securities 



No<«: CcDimoro socu'XMx >nch(Ki> caeonne bonds. oon«n<R<«a 
Source' FRBNY )»t>oi.t>on-ogBncyt«i(J9t>oaiMRS.ando«>efCMaS. 


relatively Stable sitsce- lite crisis. Measured as 
icual assets as a multiple of equiU', broker- 
dealers operate at 19 limes leverage in 
aggregate {well below the peak of 36 limes in 
2007); measured as total assets as a multiple <>(' 
regulatory capital, broker-dealers operate at 13 
times leverage in aggregate. 

Dealer assets consist primarily of securities 
borrowed in securities hnancing irausadions 
and trading inventory held for market-making 
and proprietary trading purposes. After the 
linattcial crisis, there were .signincant < hauges 
in the composition of net positions held by 
large dealers operating in the U.S. For example, 
primary dealers (dealers that ha^■e a trading 
relatittnship with the Federal Reserve) increased 
lioltiings of U.S. governmeiu sentricies and 
reduced holdings of corporate sec'urUic.s, 
including ABS. agency MBS and agency debt, 
reneciing changes in risk appeliie and balance 
sheet capacity (Chart 5.4.3), 

In 2013. furihcr change.s occurred in the 
positions held by primary dealers, which 
pared net positions across rate-sensitive assets, 
such as Treasurie.s, agency MBS, and agency 
debt. Dealer holdings of Treasuries declined 
.sigiiificamly in the second half of the year. 
The.se declines likely reflect :i reduction 
in dealer risk appetite and atljustments to 
regulatory change.s. It also appears that dealers 
were alTected by e\'enis in May and Jt.nie 
2013 that caused uncertainty on the general 
direction of monetary policy, and concomitam 
vcdaiility in bond prices and interest rates. In 
response to these developments, dealers sold 
oft bonds to cut their risk exposures and reduce 
inventory (see Box C). 

5.4.2 Insurance Companies 
Tile U-S. insurance industry is composed of 
over 3,700 operating insurance companies, 
which arc broadly defined by the insurance 
products they sell: Life insurers provide 
coverage for human life coiuiiigencies such 
as unexpected death and retirement savings 
products like annuities, while property and 
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casualty (P/(') insurers provide coverage on 
homes, cars, and businesses. Ai! figures in tins 
scciion arc IVoin siatutory insurance filings, 
which only include operating insurance 
companies and underestimate the total size of 
the U.S. insurance industry because subsidiaries 
such as asset managers and foreign subsidiaries 
are excluded. According to siatutory data, the 
ILS. life insurance industry lias approximateh- 
S6.0 trillion in assets, which is more than 
ihree times tliose of P/C insurers who hold 
Sl-7 trillion. Approximately 80 percent 
of life insurance assets are held in the 25 
largest companies, compared to a 67 percent 
concentration for the P/C industry. 


Life insurance revenue from insurance and 
annuity prochtets decreased to $.58.8 billion in 
2013 from the record S645 billion set in 2012. 
Expanded product distributioti channels and a 
more favorable interest rate environment Jed to 
higiier fixed annuity .sales, but a number of one- 
time transaciion.s and increased reinsurance 
cession overcame the improved fixed aminity 
sales and led to the decrease in iota! revenues. 
Despite rising significantly in 2013, imeresl 
rates remained well below historical averages 
and continued to weigh on life insurance 
investment, yields. Life insurers' investment 
portfolios turn over at a slow rate because 
they mostly hold long duration assets until 
maturity. Since market interest rates are still 
below the yield earned on maturing as.set.s, life 
insurers’ average portfolio yields continued to 
decline in 2013, albeit at a slower race than in 
2012. Noneibelcs.s, the life sector’s tiet income 
rose 6,8 percent to $41 billion, a record high 
(Chart 5.4.4), Rising equity markets benefited 
life insurers a..s cu.siomers paid Itigher fees on 
higher equity account balances. 

P/C revenue from insurance products increased 
3.9 percent to §544 billion in 2013, a record 
high. Rates charged by insurers to policyholders 
increased moderately in most commercial 
lines of business led bv strong sales of workers’ 
compensation and demand for personal auto 
insurance. Net income increased to a record 
level of §70 billion . or an increase of 91.5 





156 


5.4.5 Property and Casualty Insurance: CJ^ital and Net Income 


Billions of USS As0f;2013 Bittions of USS 



Source; NAIC 


5.4.6 Life Insurers; Impact of Low Rate Environment 

Percent As Of; 2013 Percent 



Source; NAIC, SNL financial 


percent from 2012, as expenses and losses paid 
on claims declined and there were no major 
storms rluring the hurricane season in 2013 
(Chart 5.4..'>). Improved profitability 
increased capital held by P/C operating 
insurance entities to Sfi65 billion, or an increase 
of 10.4 percent over 2012. 

.\s noted above, low interest rates present 
a challenge to insurers as net yield on 
invested assets continued to decline in 2013 
(Chart 5.4.6). Life insurance companies 
are more sensitive to interest rates than P/C 
companies because investment income accounts 
for a higher percentage of revenue (21 percent 
in 2013) than for tiie P/C sector (9 percent in 
201.3). In addition, many life insurance and 
annuity products are spread-based, and a 
protracted low interest rale environment may 
sire.ss life ittsurers' profils as the spread heiween 
investment \ ields and the rate promised to 
policyholders compresses, Legacy products in 
particular (including annuities, long-term care, 
and univer-sal life insurance with .secondary 
guarantees) have been less profitable in the 
current interest rate environment, as they were 
originally priced and sold under differing 
market conditions. To adapt to cun ent financial 
conditions as well as changing demographic 
trends, companies have redesigned offerings 
and discontinued product lines. The current 
low interest rale environment also may affect 
the use of captive reinsurance: the low rates 
affect the present value of insurers’ coiuraci: 
obligations (increasing the present values 
of future obligations), and therefore may 
encourage use of reinsurance for insurance 
products wath liability valuations that are 
inierest-rate-sensiiive (see Box E). 
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BOX E: Conoprns Related to Captive Reinsurance 


Captive insurance entities were, 

corporations and non-profit orgafiizationS'S^king'': 

to self-insure their own insurable business-ii^s/C./'CC' 

such as genera! liability, vvorkers' compeiisatibh,',V:r'v 

employee benefits, and automobile coverage;, ; 

Over lime, commercial life insurance companies; 

formed captive reinsurers to reinsure po'teyhbRfer.V: -.:' 

risks. As with primary insurers, captive reinsurefs;;;.''.':';:- 

are. regulated by. their licensing state or cduntryiy-'O ;.:';^ 

of domtciie, iitowever, because captive reinsurers- 

Of igihaily: dniy provided self-insurance coverage of- , 

business insurable risks as opposed to policytibtder;,, - ' 

.nsks,: statecaptive regulatian.ongina}ly developed . . 

sepaditeiy-ffomiprii^ary.iri^um^ 

piaGeiriib^^^ and policyholder- 

protectiqmiAlthbughtcap^ 

must; be apprbyed:;by' bdt^ : - 

insurer's. regujatqrsi.theibpp^ ; 

.■arbitrage:ariseeb.dcat;j'se;6t:'state-b^ 

jrt';6versighf/;acbqUht!'n,g,;.ahd;Q 

fbr;-tiiei'W6::types:;bf:;ehlitiesy;!n;.'a^^ 

1ristaricesv:Uniike.:pnrnafy;lnsUrer's;;.reinaUra;hce;;;-,p 

captives are require'd'nsither.tb.ft 

dinaftciaf^stafehierits;hpbtp;fdiic^.'the:^ime;re 

:adcourrtirtg:practicee-'aS:.priimary:inSurefe.;':;;;i' 

;Sdrtie;iifetr!Sijrariceprgdr§atidhs';:hay^ 

■captive reiiisUrahcepbwpariiep'fpri.'rnanif.y^ 

''■atteast;lhipart;;'bbtaih;;reiief:.jram:Certa 

.''iepUiremehtsUtmpprtantlyf'/theiUseiPf 
reinsuieince.bya.IifeiipsUrerlittpacts resUit^^ ' 

■ on a' regLi!at6ry';accpurtting:.b'asis:;rather;th 
generally abcepted; apcpUntiitgipnn^ : 

accduhting':''..'FPr-;6xamp!ei;;!^^ .-y,' 

becarrie: popular for:.reinsuring:Ievet;premiu .'v'-y 

term life insurahceiandiiniyersal, life insLjrance ■„ 
with sedohdary. gUafantees.. Both. pj'oducts Have 
statUtbiyi.iiabiiity r'eserye requirements that exceed ; .' 
the expected ecbnornic 'risks and the use of captKe.V-:; 
reinsurance transactions allow for ti'se reduction 
of reqijire'd regulatory, capital In t!ie last d^adey.'.l'vV.r 
the Lise of captive reinsurance by life, insurers has; 
grown significantly and has expanded t'o.otberitypes;.' 


.jbfprQduct.nsksVthe.to has yet to be 

: determ&iedi Of partiojlK conc^'n is the use of captix^es 
;tp.:jein^re:insorancexprbdactS.,with liability valuations that 
:ffl'e.:volafetei cyclfca}fy.sensi8ve,.or interest rate sensitive, 
suchas'vanableannurtseswfith guaranteed living benefits 
:^d:fbng-tenTi.'ce!B inSurahee;;: ^ 

. in;a^daitjbn,;captiye reinsurefs^m hold riskier asset 
-portfoliosuinduding higherexposures to derivatives, than 
,isg^WeUy:perThitted under^^^^^ law.for.prirnary insurers. . 
;A!^ghstead of holding high-quality liquid oollateralin.;:;; 
trO^-tpycover reserves reinsured to captives, insurance • 
ycbtnp^ies can sometimes coliateralize:a.pbrtio,h;bf tfte 
res^veb Hdd'aibaptives with b^kletters^bfCreditlhat':,;^ 
■■arei'^aranteed'.byd'heirparent holding cdrhpahissbr,.:;^ 
:^;bilb«ed in'sdme states, use a direct gUerahteefrbim:; ;^^.. . .; 
',the';f^re'nfhbidihg';cornpany in.l}eu pfah^^ 

'Cdiaterai.ilf ^e- parent. <^mpahy'prpyid.ihg:a;guar^ 
/tp.'aicMptive'we're to experiertbb financial 
become: urtable.to..pfoperiy.caibitaiize.th^ 

•'prirri^j.lnsurer Could lose; cfe,dit'.fPr . the 
:sMutory'balance. sheet. and Couid'b^erieh^^^^ 
:shp^ai('as'a'.reSult;;This.;cpuld,bb^ 

, re^iutipnof a iarge insuranCeibrganizatipiit.yF^^^^ 
tan: irisuiance drganizatipri; epUid: face.; fuhdi^ 
risk';in' a period Pf fina;ncialdiStress;tb; the; ^tent 
cap'tiveuses banklettei^:dfbredit;tp.:^ 

.'duriattort'Ii^iiitieg.'; 

'Aii'ofthese f^o'rs 'cah;acid;coniplexity:;ahd;..r^^^ 

: transparency around the finaribiat epnditibh and;^ 
.■pptehtiai:resoivabiiityof.certairt:iife.insurance..cbm 
'. R^ufetPrs'ahd rating agencies Haye.nbtedythaf tHeybrbad:'^ 
.use.bf'captfve'reinsurance by. iifeJnSurersn'iayyrfesUlt in;^ 
fegujatbry capM ratios that potentiaify.'uhderstateyflsk.'::.: ; .■ 
rDUnng.tirrfes of. financial market volatility when, reserve 'll 
:ah{J,(^taiiewls for sdnie products shoijid iherbasevan : 
irisyr&ice edmp^ that uses captive reinsurance may tiPt. 
be.f^ulfed to hold bigher reserves; and capital, this; could' 
,; b^niea financiaf stability concern if a large, complex . 

. insd^ce organization were to experience financial 
.'distress^ v.'A. . 
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::.:St^ejr.SLiranc6.regulators are continuing 
’ ^dre^;ttie challenges of state-by- 

■ st^eidiffejBnbes, in tte oversight of captives. 

state, regulators, through the National 
'Association of fnsurance Commissioners (NAiC), 
are.^eWri^ to dev'elop and then implement . 
consistent r^ufat^ controls for reinsuring term • 
life.iri^fance.artd. universal life insurance with' ■ 
''-■s^ndary'gUafantees'; proposing ciianges.tp the ... 

. 'NiWC’s accreditation program for state regujatofa ; ' 
w1ifch;'would require U:Sf reinsurance captiv(^s::y^^ 

" td bes'ufcyeW.to the.U.Si soiyertGy.fraiTtevvdfkf^ 
and^cwnsidering tortherrefitiernentstoicdliateral.t 
requii^mehtsfor'GaptVe'.reihaufancelransactlohS':,;^ 
in^jv'ihg letters of credit'State:;^^ 

'iri' tie;'dro'cess,df pfepaniig fprttte: iiTip^ 

ofaprinCiples-based:rfesefve.^luation,^;^^^^ 

' 'Which yrauidalidW: life, insijiai^'tpi^ 

■ reserves based, on. credibieihSUrancPi GOWpaiiyi.^^ 
'SxReneriCe''data.'.Tiieiihpienfshtat,idH,;ofyv 

•prindpies-based respiVihgiitiay.eii'^.inste^ 

'.to:u^toaptiye.''reihsu'rahce:forthd:d.tirpps^.tof.v^ 
reducing reseives..that:are;SighifiGant!y;.h 
expected losses}..:yr:y,:'t;;:;ivy;K^ 


•■■ih:ddditiCh'.to.'th'e.;v^f,kpe^ 
••ihsprance'r6gu}at6tsfr^ofts.''Co'rhpieted,^jy:ii>.'y;:;..:.'\y 
■dcuricif rnembers' 'and.me'rnber.agehcie^.v:: 
incteding the.tre^ury’S'i^b;'ahd;pfR:haveV:.^ 
ictenttfied. cbncerhs: regardihglifeinsiJ.ters;^ 
pfoaptivesl.Tlie FederarB©serye;aisb;fecehtly : iv 
issued a;'SupervisiCh;and:iB©guiatidh'bettep 
ccncernlng the effects df riskitrah's^ 
capita) adequacy^ which;,vyqUjd:agply..td;c;^^ 
reinsurance risk transfer tran£saCtiohs.:fpr' insurance' 
ccrnpanies it supervises.when they become^ - , 
object' to the Federal ResGrve's risk-based capita! ■ 
framewbrk.. Further, the Fib: bimoriitprih 
role and impact of captives in the sector and . the ... 
pote'nfia} for regulatory improvements at, tfie state 
level'.;' P'.'y 
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5.4.3 Specialty Finance Companies 

Specially (inaiicc companies provide credit 
to botli consumers and businesses. Examples 
of consumer credit include revolving credit 
and student, mortgage, and auto loans, while 
examples of business credit include equipment 
leasing, accounts receivable factoring atid 
other major ca}.)iial asset iinancing. Sj-icrialiy 
fiitanee companies may be either indep<'nflcni 
companies, captives of vehicle or equipment 
manufacturers, or suhsidiaries of finam ial 
holding companies. Credit activity in the 
speciahy-iending sector continued to expand 
in 2013. yet slil! remains below pre-crisi.s levels. 
0\eraii, noTibank linancial companies owned 
approximately $8.5.5 billion of consumer 
loans, .$1.57 billion of real estate loans, and 
$402 billion of business loans at year end 2013 
(Chans 5.4.7, 5.4.8). 

The securitization market for these credit types 
originated by both bank and nonbank financial 
companies remained healthy in 2013, while 
overall issuance volume declined approximately 
7..5 percent from 2012 due in part to a decrea.se 
in securitization of govermneni guaranteed 
student loans, In the auto .\BS market, which 
comprises the largest share of consumer ABS. 
many benchmark prime issuers reduced their 
securitization volumes, electing to laj) alternate 
funding sources, such as corporate bond 
markets. vSubprime auto ABS issuance increased 
moderately year-over-year. Student loan .-VBS 
i-ssttance declined in 2013 as the amount of 
government-guaranteed issuance continues to 
dwindle after the elimination of tlie Federal 
Family Education Loan Program in 2010 
(Chart 5.4,9). 

Senior credit .spreads on credit card anti 
auto -ABS are siighilv wider than they were 
at the start of 2013, as the spread widening 
that occurred following the June 2013 selloff 
(See Box C) did not fully retrace due to more 
moderate demand in anticipation of changes 
to the interest rate environment. Subordinate 
tranche credit spreauls lightened moderately 
during the second half of 2013, due to a 
combimuion of reach for yield by investors and 



5.4.8 Business Loans Outstanding 

TriHic«5 0fUS$ As Of: Mar-201d Trillions Of USS 



5.4.9 ABS issuance 

BilliOTSi^USS As0f:2013 Billions of USS 



Sowoe; Thwnson Rarters. SIFMA 
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5,4.10 Seiected ABS Spreads 

Basis Points As Of: 27-Mar-2014 Bass Pants 



Source: Barclays Note: Spreads to Treaswy securities. 


lower subordinate tranche supply relative to 
senior tranches {Chart 5.4.10). 

5.4.4 Agency REITs 

Agency MBS REITs use short-term debt, mainly 
in the form of bilateral repos, to fund the 
purchase of agency MBS. Most agency MBS 
REITs also use derivatives to hedge at least a 
porticHi of the inherent duration mismatch 
between their assets and liabilities. However, 
prepayment risk and basis ri.sk limit the efncacy 
of hedging with interest rate derivatives. 
Consequently, agency MBS REITs' investment 
strategy exposes them to interest rate risk 
resulting from changes in the yield curve and 
convexity risks, or the risk of MBS prices falling 
at an increasing rate when rales rise. Convexity 
risk is particularly acute for agency MBS REITs 
since their use of leverage can magnify the 
negative effects of any material increase in 
interest rate volatility. Additionally, agency MBS 
REITs are exposed to rollover risk, or the ri-sk 
of an increase in financing costs or a pullback 
in the willingness of lending counterparties 
to extend credit wiien their shon-ierm repo 
matures. 


On net, REITs earn the yield on the underlying 
MBS less the cost of financing anti liedging 
the portfolio. REITs’ earnings are not taxed at 
the corporate level. They are only taxed when 
equity holder-s receive the earnings in the form 
ofa dividend. To maintain their REIT status, 
these entities must comply with various income 
and asset tests, as well a.s distribute at least 
90 percent of their taxable income to equity 
holders. Given their tax status, dividend payout 
requirements and use of leverage. REITs are 
able to offer relatively high dividend yields 
which some institutional and retail equity 
investors find attractive. 


The year 2013 proved to be a particularly 
challenging year for agency MBS REITs as 
rising interest rates and widening MBS spreads 
weighed heavily on their portfolios. The 
events that transpired throughout 2013 gave 
observers insight into how these entities would 
react to adverse market conditions. In the face 
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o!'det!inu!g asset values, many REITs sold a 
portion of their agency MBS holdings, reduced 
leverage and bolstered tiedges (Chart 5.4.11). 
The 12 largest publicallv traded agenev MBS 
REITs reduced their agetscy MBS exposure 
by roughly Sill billion, or 28 percent of 
peak holdings- While it appears this REIT 
selling may ha^'e exareibaied negative price 
action in agency MBS. there were no major 
market tlisrtiptions. The heavy los.scs and 
aforementioned defetisive portfolio positioning 
re.snlied itt a significnnl rednciion ofnei 
income, which in turn inhibited their ability to 
nutimain dividenti payouts. Correspondingly, 
sbares of inajor agency MBS REITs declined 
notably, with many falling between 20 and 
so percent year-ovcr-vear (Chart 5.4.12). Tlie 
niarkei vtiine of equity for most REITs declined 
10 to 20 percent below their corresponding 
book value, a rare occurrejice Ibr agency 
MBS RI'TTs. When the market value of equity 
declines below ilie book value, agency MBS 
REITs vvi!) fuid i(. difficult (o raise newequiiv 
capital and purchase additional agency MB.S. 
On these occasion.s, REITs Itave an incentive 
to sell agency MBS holditigs and repurchase 
shares in the open market, a trend that 
materialized and persisted throughout the 
.second half of 2013. Lastly, despite heightened 
M BS price volatility in last years’ selloff. agency 
MBS RFTTs did not report any material cliange.s 
to funding conditions. 


5.4.11 Totid Agency R0T Assets and Leverage 


BiilionsofUSS As Of: 2013 Q4 Ratio 



2001 2003 2005 2007 2009 2011 2013 

Note: Data for 1 2 larges! publically traded 
agency MSS REtTs. Assets to equity ratio 
SoJTCe; Bloomberg, LR is weighted by market capitalization. 


5.4,12 Agency REITs: Return on Assets 

Perc^ As Of: 2013 Q3 Basis Points 



Source: Bloomberg, L.P. Note: *VVeigh!ecf by market capitalization, 
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BOX F: Carry Trade Strategics and Susceptibility to Shocks 


In recent years, carr^' 

popular irivestiTient strategy;;-.“Ga|^^:brt«dly;^'^ns;yy^ 
the ditferer'ice between the:yi^d;'-W:rbttim:bb;a;fihanciar^;^ 
contract or asset arid the; Gost otibhdSi..tf' tbb;y!b^^^^ 
return is higher (tower) than the cosi of funds. the kivestor.: 
is said to have positive(lnegat^'e>^^rTy. VQla^ae. swings: 
in asset prices or spik^ in borrowing costs caniquickiy:. .;}:. 
erase expected gains frorn positi'^ cariy.. Asharp-nse -b' 
in volatility among seemingty uncorr^ated assetecait : ^ ■ 
cause a forced exit of carry trades iead!hg.:tb:ntarket 
disiocations. ■ • 

The carry trade, is most often found in airrency - 

fixed. 10661110. markets. For example. in'-2d0'l','.an'in\^st6f/r::v 
could, borrow. Japanese yen (JPY), atfti,ndihg',Cosfo;d6^: :. 
to'ze.ro; add. invest ih:AustraJian (AUD) dehdmihated;;h:: yv 
g6\«rnmeht .s,ecuritieS yielding over 5 percent:: As.)ong... ;v,: 
as theAUD/JPY exchange, rate rerYiainedstable.op the-/:, 
Australian d6ilarstrehgthened,:the;ih\fostQr;^ujd:^rt^^ 
positive carry of about 5 . .percerit ,or. more (Chart F. 1 ). 
Thisdrade persisted until, glcfoat. asset, ipark^^ 
experienOed sighificaht.vpiatility.durihgihe.sunirherof:;:::,':.^ 
2008 : When v^ati!ity..ihcreas©dy.l 
. trade;. W.hich.strengther)eddhe..yen:ahd,exacerbat^ 

:. ctLirrehcy hfoverhents. that: negatively:' impacted. 

' Periods of tow ,n>arket.volatilityi.,,sucb ^^^ 
make.carry trades pop.utof.:ahl6rig:invest6rS;|%^^^ 
iowlnterest rates can also: ihcehfiyize asearch'tobyteid.i^^ 
arfo. a. iiigiter. degree erf risk, takihg ihtoarry. trades): .these j;., 
incentives cap: iead to a, buildup .of. leveraged hsl^ amohg •. 
market participants, ..Should, risks become greater thah '.:: 
expected,. investdrsmayexit.Garry trades Pn'a. “first out":':'; 
basis: SLich. a :sc©nario, especially in iljiqUto rharkets.i could; 
iead:to forced selling in. which, one tradeafter another iS;,r :, 
exited; ' this could cause negative spi'itover effects with 
financial stability irnpiications to markets and institutidhs.;';:) 


F.1 : - Interest Rate on Government Bonds and Discount Rate 

•• -Perce 









Carry Earned on Trade 


- ' Japanese Discount Rate 
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^ • r^. \ 
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F.2 Real Effective Exchange Rate Returns 



Source: BiS, Federal. .. 
Reserve ■ 
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5.5 Investment Funds 


5.5.1 MMF fesets by Fund Type 


5.5.1 Money Market Funds 

MMFs are a type of muuiai fund that imests 
in certain high quality shorl-tcrm securities as 
{leniicd by tite SEC. Stthject to compliance with 
the investment restrictions, MMFs are permiued 
to use the amortized cost method of valuation 
and/or the penny-rounding method of pricing 
to facilitate a stable NAV, commonly S! per 
share, for subscriptions and redenipiion.s. There 
are three main categories of MMFs: prime 
funds, which invest primarilv in corporate 
debt sccurii ies; government and Treasury 
fitnds, which itivesl primarily in E'.S. federal 
government securities; and tax-exempt funds, 
which invest primarily in short-term, tax-exempt 
securities of local and state governments. Prime 
MMF assets increased slightly in 2013 from 
SL76 trillion to 51-79 trillion, while government 
and "Freasury MMF assets increased from §949 
billion ioS981 billion (Chart 5.5.1). Tax- 
exempt MMFs declined from S299 billion (o 
$281 billion, Taken together, MMFs held just 
over $3 trillion in assets as of December 2013, 
or about 18 percent of total mutual fund assets 
under management (AUM), according to the 
Investment Company Institute. 

The last uvo years have been a period of 
persistent, consolidation in the MMF industry, 
with the number of MMFs dropping from 620 
at the Stan of 2012 to 5.55 at the end of 201.3. 

In the sustained ]ow-iniere.si rate environment, 
competitive measures have led fund managers 
to ofTer fee wait'ers to MMF investors lo prevent 
negative net yield, which contributed to fund 
consolidation. 

During 2013, MMF.s decrea.sed liquidity levels 
and increased the weighted-average life of 
their fund portfolios (Charts 5.5.2, 5.5.3). 

In particular, the weighted-average life of 
non-traditiona! repo held in MMF portfolios 
lengthened from 17.7 day.s at the end of 2012 to 
30.3 days at the end of 2013. 



5.5.2 Liquidity of Prime MMFs 

of Tol^ Assets AsOf:Feb-20U Percent of Total Assets 



5.5.3 Weighted Average Life of MMFs 

Days AsOf:Feb-20t4 Days 
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5.5.4 Growth in Assets of the Investment Company Industry 

Trillions of US$ AsOf;2013 TrilBons of USS 



Source: tCt Facft)OOk2013. Flow of Note: Caher= Unilinveament 

Funds. ICI, Haver Analytics Trusts and Closed-EfteFsBids. 


5.5.5 Monthly Bond Mutual Fund Flows 
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5,5.6 Monthly Equity Mutual Fund Flows 

Billions of USS As Of: Feb-2014 Billions of USS 



Source: ICI, Haver Analytics 
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While the ranking ciianged slightly from 2012 
to 2013, prime MMFs cotuinued to have the 
heaviest geographical exposures to the United 
State.s. C.anacia, Japan. France, and Australia/ 
New Zealand. Notabiy, MMF exposure to 
Chinese banks has increased steadily since 
cxpostircs first afipcnred in ponfolios in 
November 2011. However, at S5.9 billion at the 
end of 2013. il is still a very small percentage of 
prime MMF assets (0.3 percent). 

.Another notable change for MMFs in 2013 
was the introduction of the Overnight Fixed- 
Rate Capped-.AIlotnieni Reverse Repurchase 
•Agreement Operational Fxercise, which the 
Federal Reserve has undertaken as pan of 
its effort to test potential tools for future 
implementation of monetary policy. As a 
consequence of this exercise, investors in short- 
term funding markets, including MMFs. now 
have an additional, albeit potentially temporary, 
high-quality liquid investment option. As of 
December 31, 2013, prime MMFs held 44 
percent of these repos, and all MMFs together 
held over 78 percent. 

5.5.2 Mutual Funds 

The U..S. mtitual fund indu.siry has grown from 
AUM of approximately SI trillion in 1990 to 
S17 trillion in December 2013 (Chart 5,5.4), 
Long-term (equity and bond/hybrid) ifnnds, 
with assets ofalmost S12,3 trillion, made up 72 
percent of total AUM as of December 2013. 

In tfie wake of the 2008 financial crisis there 
was a signifieam flow of cash into bond funds, 
accompanied by a lesser but still significant 
flow of cash out of equity fund.s, From January 
2009 to Deceml)cr 201.2, approximately $1,044 
billion of new cash flowed into bond funtls 
while approximately $306 billion (lowed out 
of equity funds (Chart 5.5.4). This trend 
reversed in 2013 as taxable bond funds had 
net redemptions of $25 billion (compared to 
net inflows of S2.54 billion in 2012) while tax- 
exempt bond funds had net redemptions of S58 
billion (Chart 5.5.5). This contrasts with equity 
funds, which had a net inflow of $161 billion 
in 2013 (89 percent into inlenialional funds 
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and 11 percens iiuo doinesiic stock funds) after 
recording a net omilow of S15B billion in 2012 
(Chart 5.5.6). Equity funds had not had net 
inflows since 2007. 

The month of June 2013 marked a turning 
[)oiiu in bond fund (lows. .Vfter taxaltic bond 
lunds had net inflows of $87 billion from 
January through May 2013, they had net 
redemptions of S112 billion from June through 
December, as markets aniicipatetl that the 
Federal Reserve would reduce its $85 billion- 
per-month bond buying program and economic 
conditions improved. Taxable bond funds had 
net indows for every week I'rom January through 
May and net omdow.s Ibr all Imi iltree weeks 
from June through December. 

By far the most popular bond fund caiegoiw 
in 2013 was corporate short-term bond funds. 
These funds, which primarily invest in lower- 
rated hank loans, liad net ittflows of $(f2 billion 
in 2013, or about five times (he 2012 net inflow 
(Chart 5.5.7). With inieresc rates still near 
historical lows, investors who are reluctatit to 
take on interest rate risk in the form of longer 
duration bonds have been attracted to this fund 
category. 

5.5.3 Pension Funds 

As of'tite third quarter of 2013, the combined 
AUM of private and public pensions, including 
federal pensions and defined contribution 
plans, were ainiost S16 trillion (Chart 5.5.8). 

Corporate defined benefit funde<l status-thc 
estimated share of fund liabilities covered by 
current assets-improved in 2013 (Chart 5.5.9). 
One estimate of the funded status of the 100 
largest corporate pension plan.s reachetl 94 
percent in November 2013, and some large 
plans reached full funding in 2013. The 
iinprovcmenl of the aggregate corporate 
funded status resulted in part from the increase 
in the corporate pension liability discount rate 
over the course of 2013. Corporate pension 
discount rates are clo.sely lied to corporate bond 
rates, which rose during the year in tandem 
with the rise in Treasury yields. AddiuonalJy, 


5.5.7 Bank Loan Mutual Funds; Annual Flows 
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5.5.8 Retirement Fund Assets by Plan Type 
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5.5.9 Public and Private Pension Funding level 
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high returns in equities and alternative assets 
helped to improve funded status. 

In contrast, based on 2013 data, several 
important multi-employer plans have low 
funding levels due to several causes, including 
the structure of the niuiti-cmplover pension 
sy'Slem and changing demographics of plati 
pariicipanis. The Pension Brnefn Guaranty 
Corporation multi-employer insurance fund 
also faces a projected inability to meet its 
obligations due in part to tbe combination of 
insufficient premium [tavmenl.s and critical 
funding status of a set of multi-employer plans. 

U.S. public pen-siou funds are also notably- 
underfunded with a roughly 74 percent 
aggregate funding level. Of note, however, is 
that these estimates are based on 2012 data 
{the latest available) and do not include 201.3 
equity market gains. On the other hand, public 
pension funds generally use a different set of 
accounting rules than private pension funds, 
enabling them to assume a discount rale based 
on long-run returns. These estimated long-run 
returns are signilicanily higher than average 
post-crisis returns, and could result in an 
anificially high futuiitig status, 


5.5.10 U.S. Private Equity AUM 



2001 2003 2006 2007 ^9 2011 2013 

Q2 

Source: Preqtn 


Several localities and stales, such as Detroit, 
Chicago, Vallejo, Puerto Rico, Connecticut, and 
Illinois currently face very low levels of public 
pension funding. States and nninicipaliiies 
may face important constraints in addressing 
pension fuiKling gaps. Detroit's bankruptcy 
case could become a precedent for other cash- 
strapped munkipalitie,s {see Section 4.3,2). 
-Mso, pension benefits may be protected by 
statute <»■ constitutional law. .Adtlidonally, some 
attempts by public pernsions to curtail benefits 
have been challenged in court, and related 
litigation is ongoing. 

5.5,4 Private Equity 

U.S. private equity .UUM increased to 
approximately S2 trillion in 2013 (Chart 5.5.10). 
Sponsor-backed debt issuance remained strong 
in a historical context, with refinancing being 
the main use of proceeds in the first half of 
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2013, and debt related to new leveraged buyouts 
increasing noialtly in the latter hall' of 2013. 

The issuance of sponsor-backed payineni-in- 
kind botids. which arc financing vehicles used 
by private cqtiity firms that arc typically viewed 
as jtigiily risky for investors, spiked in the third 
quarter 2013. Nonetheless, both the vtdiime of 
payment-in-kind bonds and their percentage of 
tcital issuance remain substantially below pre- 
crisis levels (Chart 5.5.11). 

5.5.5 Hedge Funds 

fledge fund industry assets grew to an 
estimated S2.6 trillion in 2013, a 17 percent 
increase from 2012 (Chart 5.5.12). The growth 
in 2013 was mainly driven by positive invesiniem 
perlbrmance (Chart 5.5.13). Large I'unds 
continued to receive the majority t>f aggregate 
net inllow's in 201.3 (Chart 5.5.14). Meanwhile, 
funds of hedge funds continue to lose 
popularity relative to standalone funds, as 2013 
was the sixth consecutive year of net capital 
outflows for these types of funds. 

Responses to the Federal Reserve’s Senior 
Credit Officer Opinion Survey on Dealer 
Financing Terms conducted in June 2013 
indicaieti that liccige fund financial leverage 
was rouglVh' halfway l>et.ween the j'jre-crisis peak 
and post-€risi.s trough. The findings differed 
somewhat by hedge fund strategy: about one- 
fiftli of dealers reported tlial equity-oriented 
and macro-oriented funds were utilizing levels 
of leverage near to or at the pre-crisis peak. 

According to form PF data from year-end 2012, 
the mean financial leverage of the (o{) 100 
funds — measured by gross asset value divided 
by NAV — ranges from Ix to 18.x for funds in 
the first and fourili quanilc of tin: distribution 
of financial leverage, respectively, i'he source 
of this leverage i.s primarily repo transactions 
and prime broker financing. For gro.ss leverage, 
defined as gros.s notional cxpo.surc divided by 
XAV, the corresponding measures range from 
lx to ,57x. Cross notional exposure includes 
synthetic leverage provided by derivatives, 
measured as the sum of absolute notional values 
of long and short positions. 


5.5.11 ^jonsOT-Backed Payment-in-Kind Bonds 

Batons of USS As Of; 2014 Q1 Percent 



Soim»: S&P LCD 


5.5.12 Hedge Fund Assets and Net Asset Flows 

TrilliOTis of USS As Of' 2013 Thousands of Funds 



Source Hedge Fund Research, Inc. 


5.5.13 Change in Hedge Fund AUM 

Billions of US$ As Of: 2013 Billions of USS 



Sojice: Hedge Fund ReseanSi, Ina 
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5.5.14 Hedge Fund Net Asset Flows by AUM 

BillionsofUSS As0f;2013 BillicmsofUSS 



Source: Hedge Fund Researdi. Inc. 


5.5.6 Exchange-Traded Products 

Exchange-iraded products (ETPs) include 
ETFs, exchange-traded notes and other 
invesiment vehicles. Since their creation. 

ETPs have expanded Iron! primarily offering 
exposure to equity market indice.s to also 
investing in commodities, currencies, and 
other non-securities instruments, such as loans 
and precious metals. ETPs are often used as a 
means to achieve exposure to a market sector 
or index in a manner that i.s potentially more 
efficient and cost-cflective than a traditional 
muiua! fund, iitsestmen! product, or nnamial 
insirumem. Intra-day pricing and secondary 
markets for ETPs can prtn icle higher levels of 
liquidity than other fund vehicles that price 
daily, such as mutual funds. 


5.5.15 U.S.-Usted FTP AUM and Count 

Trillions of USS AsOf:2013 Thousands of Funds 



Source: Morningstar, Inc. 


U.S.-li-sted ETP assets grew by 26 percent to SE” 
trillion in 2013 and the number of U.S.-listed 
ETPs grew to 1..536 (Chart 5. 5. 1.5). U.S. equity 
ETP aggregate ltd inflows were $199 billion in 
2013. up from $124 billion in 2012. U.S. bond 
ETPs. however, experienced net inflows of only 
37.7 billion, down from a net inflow of over .$55 
billk»n in 2012. In contrast to equity and bond 
ETPs, commodity ETPs experienced aggregate 
net outflows of S30 billion in 2013. 

ETFs referencing fixed income and EM assets 
underwent a period ofincreased volatility in the 
middle of 2013. reflecting in part, changes in 
market yjarticipants' expectations for monetary 
policy. On June 20, 2013, amid elevated volatility 
in fixed income markets, some investors 
experienced temporary restrictions related 
to KTF redemptions. For example, one ETF 
sponsor opted to only allow .standaid. in-kind 
redejnplion.s for certain ETFs — temporarily 
taking away an optional cash redemption — 
because the higher costs of liquidity would have 
been borne by ETF shareholders. Furthermore, 
rising interest rates in 201,3 prompted ftxcd- 
incoine investors to reduce the duration of 
their invosimcnt.s. As a result, floating rate 
note ETFs experienced subsiasitial inflows, and 
short-duratioij corporate credit ETFs .saw robust 
inflows as well. 
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5.6 Derivatives Infrastructure 

Global Derivatives Volumes 
Between December 2012 and June 2013, die 
size of the global over-the-counter (OTC) 
derivative.s market increased by 9 percent from 
S633 trillion to $693 trillion gross notional 
outstanding, according to the most recent Bank 
for International Settlements survey of global 
market activity {Chart 5.6.1). The composition 
bv asset classes remained similar to previous 
surveys. 

Since November 2013, the CFTC has been 
publishing weekly Swaps Reports that provide 
aggregate data on OTC derivatives volumes and 
notional amounts. The Swaps Report represents 
all OTC derivatives transactions reported to the 
CFTC-registered SDRs (i.e.. CME. Depository 
Trust and Clearing Corporation (DTCC), 
Imercontinenitil E.xchange, and Bloomberg) by 
entities subject to the CFTC's reporting rtdes, 
which are primarily U.S. market participants. 

As of January 31. 2014, the CFTC’s Swaps 
Report showed $406 trillion in notional amount 
outstanding for OTC tlerivaiive transaction.s 
across all asset classes. Similar to the global 
market, U.S. interest rate derivatives accounted 
for around 8.5 percent of the activity at $343 
trillion, followed by FX and credit derivatives 
with .$31 trillion and $8 trillion, re,spec lively. 

Data reported in the credit derivatives market 
over tlie past few yeans reflect a significani 
move by market participants from single name 
activity to more index-based trading. Sonte of 
this .movement may result from the significant 
reduction of new sirucutred credit and tranche 
product activity that necessitated the u.se of 
many different .single name CDS contraci-s. 
including entities that had no debt outstanding. 
Volume in single name CDS dropped 
significanily after the financial crisis because of 
the reduced demand from monoline insurance 
companies and the overall decline of complex 
products. In contrast, volume in index CDS has 
increased significantly in the post-crisis years 
(Chart 5.6.2). Market participants cite better 


5.6.1 Glob^ O'TC Derivatives Market 

TittionstrfUSS AsOf:2013Q2 


Trillions of USS 



SfX^ce BIS. Kavs* Analytics 


Note: Notional values. 


5.6.2 Credit Derivatives Outstanding 

Trillic^s of USS As Of: 666-2014 TriHions of USS 



Note. Gross notional inUuaes the notional from 
Source: DTCC If'e perspectiveof Both swap counterparties 
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execution and liquiclily in indexes as compared 
lo trading in individual single name CDS. 

Centra! Clearing 

G-20 commitmenis and Dodd-Frank Act 
requirements to promote central clearing of 
certain OTC derivatives transactions have led 
loan increase in the number of transactions 
cenirally cleared. A central counterparty 
(CCP) reduces risks to participants through 
multilateral netting of trades, imposing risk 
controls on clearing members, and maintaining 
financial resources commensuraic with 
risk.s it caiaies, A CCP also has the heneru of 
establishing ex-ante procedures for managing 
a default and ailocaling losses that can provide 
the market with more certainty in the e\ent of 
a clearing member default. Given the rise in 
activity of certain derivatives through CCPs. 

:iM<l their relevance lonnancial si ability, if is 
important that they have robust capital and risk 
management standards in place. 

In recognition of this shift to central clearing 
and the associated concentration of risks, ilie 
Dodd-Frank Act coupled the clearing mandate 
with a requirement for risk management 
standaixls. requiring the implementation of 
risk management standards for systemically 
important financial market utilities (FMUs), 
including CCPs that are designated systemically 
important by the Council, that lake into 
consideration relevant international standards, 
such as those set forth in tlie Principles for 
Fiitancial Market Infrastructures (PFMls). 
Accordingly, U.S. regulators have prioritized 
implementation of revised regulations in line 
with these standards (see Section 6.1.1). 

The Seventh Progress Report on 
Implementation of OTC Derivatives Market 
Reforms published by the Financial Stability 
Board (FSB) indicates that of 15 FSB member 
jurisdiction dealers' gross notional oiuslanding 
in OTC interest rate derivatixes products, as of 
end-February 2014, .53 percent of those products 
offered for clearing by a CCP are estimated 
to have been centrally cleared. For credit 
derivatives this number stood at 40 percent. 
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In the United Stales, mandatory centra! 
clearing began in 2013 with certain 
standardized derivatives on a piiased-in 
schedule piirsnant to CFTC rules. U.S. central 
clearing of credit derivatives has grown from 
zero percent in the beginning ol'2()()9 to 81 
percent in February 2014 (Chart 5.6.3). Most 
market participants that are active in the swaps 
market, including dealers, were generally 
reqtfired to clear these products starling in 
March 2013, while other less active market 
participants were required to clear certain 
credit derivatives indices starling in June or 
September 2013. .Accorditig to Depository Trust 
& Clearing Corporation data, centrally cleared 
credit derivatives remain heavily conceruraied 
within ihe iiiterdeaier network with a few firms 
acconniing for 49 percent of vohnnes over the 
period 2010 to present. While some dealer-to- 
dealer trades were being cleared on a voluntary 
basis before 2013, CFTC rules did result in a 
significant increase in clearing of client iradt's. 
The process of mandating additional products 
for central clearing is ongoing. 


5.6.3 &owth of Credit Derivative Centra! Clearing 


Sara: DTCC 


Swap Execution Facilities 
In the United Stales, there has been progress 
on the G-20 conun iimem for increased 
transparency in the OTC derivatives market 
through the introduction of swap execution 
facilities (SEFs) in 2013. A transition to 
organized plaifonii trading increases pre- 
trade transparency and supports more efficient 
markets. The CFTC implemented its SEF 
rules in October 201.3, and in February 2014 
mandatory trading began for benchmark USD. 
euro, and sterling interest rate swap contracts 
as well as certain five-year CDS indices, with 
temporary relief granted for comracis involving 
contingent and simultaneous execuiion with 
another contract, The rules also require that 
SEFs report all transactions to SDRs and make 
market data publicly available through ilicir 
website on a daily basis. 
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Swap Futures Products 

Parlialiy in response to the new requirements 
and the addetl costs of trading OTC derivatives 
in late 2012. U.S. futures exchanges began 
ofTering dollar-denominated futures contracts 
with similar casli flows and exposure profiles 
as some interest rate atid credit OTC derivative 
contracts in December 2012 and June 201.S 
respectively. Euro-denominaied interest rate 
swap futures launched in April 2014. Interest 
rate swap futures have lower initial margin 
requirements compared to those on similar 
OTC swaps, which is a potential driver for 
their use. 


5.6,4 Interest Rate Swap Futures: Volume and Open Interest 



Jan:13 AprlS Jul:13 Oct:13 Jan:14 
Source; CME Group, Note: Number of contracts. Notional 

Eris Exchange contract value is SiOO.OOO/contract, 


Since the third phase of the CFTC clearing 
mandate came into effect in September 2013, 
llte market for interest rate s^v•ap futttres 
has grown 34 percent measured by notional 
outstanding. In January 2014. average daily 
trading volume for interest rate swap futures 
products was S528 million and open interest 
at the end of the month was $18 billion, both 
measured by notional amount (Chart 5.6.4). 

1 lowever. the iratling volume and size of 
the USD interest rate swap futures market 
still remains small relative to those of the 
comparable USD interest rate swap market. 
The notional amount of open interest in USD 
interest rate swap futures is about 0,02 percent 
of the notional outstanding USD OTC interest 
rate swaps cleared by LCH SwapClear. The 
trading volume and open interest for CDS 
index futures have dedined since they were 
introduced in June 2013, 
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Regulatoiy Developineiits; ( Inmci! .\(. n\ iiics 


Since she ComiciJ''; 2013 annual report, financial reform progress included funher sirciigihcning 
of capital, leverage- and liquidity standards for financial insiilntions and risk-managcineiu statKlards 
for FMUs; adoption of the Voicker Rule, which generally prohibits banking entities from engaging in 
proprieiary ir:»<ling and liiniis i.hoir invcstmcni in and sponsorship of private funds; icfinemenis of 
periodic supervisory and company-run stress tests; further implementation of the OLA; regulation of 
the derivatives markets to reduce risk and increase transparency; new standards to protect morigagc 
hoiTowers atid reduce risks iti the mortgage market; and other measiire.s to enhance ctmsuiner aiul 
imesior prni.eci.ion. 

in addition, the Connri! has cotuimied to fulfil! Us mandate. In partirnlar, the Ccmncil made 
deterniinaitoas that three nonbank financial companies will be subject to Federal Reserve .supervision 
and enhancf<l prudential siamlards, pursuant to Section 113 of the Dodd-Frank Act. The Coiuicil also 
( oiiiiriued to monitor potential risks to U.S. financial stahility aitd served as a fiinitti for dis( tis.siou and 
coordination among the meml>er agencies. 

The following is a discussion of the significant financial regulatory reforms implemented by the Council 
and its member agencies since the Council’s 2013 anmiai report. This sttciion ewer-s; (1) the safety ami 
soundness of financial iiisliiiuions; (2) financial infrastructure, niiukcis, and oversight; (3) con.suim-r 
and investor protection: H) <iaia .standards; and (5) Council activities. A .special topic in i lii,s section 
covers enhancentevns of the ( iouncil's gt.>vernance and transparency. 

6.1 Safety and Soundness 

6.1 .1 Enhanced Capital and Prudential Standards and Supervision 
Capital, Leverage, and Liquidity Standards 

The hanking agenc ies have made significant [wogress over the la,st year in implementing ca))iial. 
leverage, and liquidity standards. 

In July 2013. the Federal Re.serve. FDIC, and 0(!C issued new rules implementing the Basel III 
regulatory capital standards Ijy establishing heightened iitiniiimin risk-based and leverage capital 
requiremems for banking organi/ations, creating a mechanism for counter-cyclical capital buffers for 
periods of high credit growth, limiting capital distributions, and certain discretionary bonus payments 
if bunking organizaiion.s fail to maintain a capital conservation buffer, and ceinoving references to and 
reliance on credit ratings in capital calcnlations. These rules apply to all insured depository in.stitutions 
and to RIK's and savings and loan holding companies, with certain excej>tions. T hese rules inclutU; a 
new minimum ratio of common equity tier 1 capital to RWAs of 4.3 peixteni and a common cqtiity tier 
1 capital conservai ion buffer of 2-3 percent of RVV.\s. The rules also raise the minimum ratio of tier 
1 capital to RWAs from 4 percent to 6 percent. The rules maintain a total risk-based capital .ratio of 8 
}.)ercem atid it nuninuim tier ! ratio to total on-balance sheet assets leverage ratio of 4 perceitt. For large, 
iiiiernationally active banking c)rganizattons, the rules establish a minimum supplementary leverage 
ratio of 3 percent that is ba.sed on the international leverage ratio standaid and takes into account 
olThalance sheet exposures. 
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In July 20iH, she SEC adopicd amendments to the broker-dealer financial responsibility rules that, among 
other things, clarify that a broker-dealer providing securities lending and borrowing services is acting in a 
principal capacity for purposes of the net capital rule, and thus subject to increased capital charges, unless 
the broker-dealer takes certain steps to disclaim principal liability. The SEC has also propo.sed to increase 
the niininuim net capital requirement of certain large broker-dealers and subject these firms to a monthly 
iic|nicliiv stress test to ensure that large broker-dealers have sufficient liquitlity to survive a potential loss of 
funding in a liquidity stress event. 

In addition, in October 2013, the banking agencies released a proposed rule that would establish a 
standardized licpiidily requirement through a LCR for large financial instiimions. The retpiiremcnt would 
apply lo iUlCs and savings and loan holding companies without significani insurance or commert ia! 
operations and that are imei nationally active — generally those with 5230 billion or more in total 
consolidated assets or $10 billion or more in on-balance sheet foreign exposure. The rule would also apply to 
the consolidated insured tlepository institution subsidiaries of those companies with SK) billion or more in 
total consolidated assets. The rule wottld additionally apply to iionhank financial compatties designated by 
the Council that do not have .substantial insurance operations. The prciposal also would aptplv a less siringeiu. 
modified LC'R lo BIICs and savings and loan holtling companies without sigitificant iu.surauce or commercial 
operations that are not internationally active, but have more than $50 billion in total assets. Tlte proposed 
requirement would he consistent with the international LCR .standard. The proposed rttle would require 
institutions to tiiaituain Ifighly liqtiid a.ssets .suffirienf lo wiihslaiid a severe short-ierm, standardized liquidity 
stress scenario, thereby promoting the resilience of their liquidity risk profile and improving the banking 
secior’.s ability to absorb shocks arising from financial and economic stress, as well as itiiprovemenis in ilie 
measurement and management ofliquidhy rusk. 

In February 2014, the Federal Reserve issued a final rule inqtlemeiuing enhanced prudent ial standards for 
U.S, BHCs and FBOs with total consolidated a.ssets of $50 billion or more. For a BHC with lota! consolidated 
assets of $50 billion or more, the ride incorporates previously is.sued capita! planning and stress testing 
requirements and impose.s enhanceti liquidity requirements, enhanced risk-management requiretriems, and a 
dt‘bi-to-e<juily limit for coiTi)>anies that the Council determines pose a grave threat: to l!,S. financial .stability. 
For a FBO with total consolidated assets of S50 billion or more, the rule implements enhanced risk-based 
and leverage capital requirements, liquklity requirements, risk-management requirements, stress-testing 
requirements, and a debt-to-equity limit for companies that the Council determines pose a grave threat to 
U..S. financial stability. In addition, the rule requires FBOs with U.S. non-branch assets of $50 billion or more 
to form a U.S. intermediate hohling company and impo.scs capital, liquidity, and other requirements on that 
entity. The rule also implemems stress-testing recpiiremenis for FBOs and foreign .savings and loan holding 
companies with total consohtlaied assets of more than $10 billion. In addition, the rule establishes a risk- 
committee requiretnent for certain banking oi^aiii-zations. 

In .^pri! 2014, the Federal Reserve, FDIC, and OCC issned a final joint rule lo strengthen (he supplementary 
leverage ratio requirements for the largest, mo.si interconnected U.S. BHCs, those with lota! con.soiidated 
assecs greater than $700 billion or assets under custody greater than $10 trillion, and insured depository 
institution subsidiaries of those BHCs. Under the rule, subsidiary insured depository institutions of tiiese 
companies will be required to satisfy a 6 percent supplementary leverage ratio requitemeni to be considered 
well capitalized under the agencies' prompt corrective action regulations. U.S. top-tier holding companies 
will be required to maintain a leverage buffer of at least 2 percent above the minimum supplementary 
leverage ratio requirement of 3 percent, fora total requirement of 5 percent. Tiie rule is intended to 
constrain the buikhip of financial leverage at the largest banking organizations and place additional private 
capital at risk before the Deposit Insurance Fund or government resolution mechanisms would need to be 
called upon. 
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Foreign Bank Regulation 

In Fcbruarv 2014. the Federal Reserve issued a final rule implemcniing enhanced prudential standards for 
FBO.s to help increase the resiliency of iheir operations. 

The Federal Reserve also issued an interim final rule clarifying how uninsured U.S. branches and agencies 
of foreign banks will be treated under Section 716 of the Dodd-Frank Act, also known as the “swaps push- 
out nile.” The interim final rule provides that for purposes of Section 716, the term “insured dcjiosiiory 
insLitution" includes any uninsured U.S. branch or agency of a foreign bank. Following the Federal Reserve's 
interim final rule, the OCC nolified nninsured branches and agencies of foreign banks that they may request 
a transilion period under Section 716 from the OCC. The Federal Resen-e finalb.ed this rule in 
December 20!.^. 

Ihe FDIC issued a final rule regarding the treatment of deposits in foreign branches of U.S, bank.s. 

Currently, under the Federal Deposit Insurance Act, funds deposited in foreign branche.s of U.S. banks are 
not considered deposits unless the funds are payable both in the foreign branch and in the United Stales. 

A recent consultation paper issued by the U.K. Prudential Regulation Authority could result in .some large 
U.S. banks changing their deposit agreements to make U.K. branch deposits payable in both the United 
Kingdom and United States. In resjxmse. the FDIC in September 201.H issued a rule that clarifies iluil deposits 
in foreign branches of U.S. banks are not eligible for FDIC deposit imurance. although they may qualify as 
deposits for the purpose of the national depositor preference statute enacted in 199S. 

Emergency Lending Authority 

In December 201S, the Federal Reserve issued proposed amendments to Regulation A implementing the 
Dodd-Frank Act’s amendments to Section 13(3) of the Federal Reserve Act. The amendments are designed 
to ensure t hat any emergency extension of credit or etnergenc)' lending program or facility established by the 
Federal Reser\ c is solely for the purpose of providiug liquidity to the financial system, and not to assist failing 
financial instit.ution.s, 

Risk-Management Standards for Designated FMUs 

As discus-sed in Section 5.6. the Dodd-Frank Act required the implementation of enhanced risk-tnanagement 
standards for ciesiguated FMUs, which take into consideration the relevant iiuernational standards. These 
international standards, the PFMIs, were issued in April 2012 by the Committee on Payment and Settlement 
Systems and IOSCO. The PFMIs harmonized, strengthened, and created new imerrtational risk management 
standard.s for s)',steinically tmp<.>riant payment systems, central securities depositories, securities settlement 
systems, CCPs, and trade repositories. Tlie PFMIs include standards for governance, credit risk management, 
margin and collateral, liquidity risk management, seulement. clearing member default management, and 
business and operational risk, among others. 

The Council has designated eiglit FMUs as systemically important, subjecting them to the enhanced 
regulatory and supervi-sory regime provided by Title VIII of the Dodd-Frank Act. The supervisory agencies 
for the currently designated FMUs (the Federal Reserve, CFTC, and SEC) are in various stages of rulemaking 
to implcmciK enhanced ri-sk-m.inagcmcnt standards for de.signatcd FMUs. The CFTC is.sued a final rule in 
November 2013 establishing enhanced risk management standards for derivatives clearing organizations 
designated as systemically important FMUs by the Council. The SEC’s operational and risk-inanagemem 
standards for clearing agencies, including clearing agencies that clear security-based swaps, came into effect 
in January 2013. In March 2014. the SEC proposed additional standards that would be consistent with the 
PFMIs for clearing agencies designated as systemically important FMUs by the Council. The Federal Reserve 
proposed revisions to its risk-management standards for designated FMUs other than those for whicti the 
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SEC or the CFTC; is ihe supervisoin' agency in January 2014. Each of the supervisory agencies’ rules or rule 
proposals are, while not identical, based on and generally consistent with the PFMls. 

6.1.2 VoIckerRule 

hi December 2013. the Federal Rcserw. OCC, FDIC, SEC, and CFTC issued final ntlcs to implement seeiion 
619 of the Dodd-Frank Act, commonly referred to as the Voicker Rule. The rulemaking was coordinated 
by IVcastiry. The final rules, which include a single, common regulatory text, generally prohibit banking 
eniiiies from; (1) engaging in short-term proprietary trading in securities, derivatives, cornmodity futures, 
and options on these insimmenis for their own account, and (2) owning, sponsoring, t)r having certain 
relationships with hedge funds, prhate equity funds, and other covered funds. As required by section 619 
of the Dodd-Fi attk Act, the final rtiles provide exemptions for certain activities, including market making- 
related activities, undenvriling. risk-mitigating hedging, and trading in certain U.S. and foreign goverimiem 
obligations, among others. In accordance wdih the Dodd-Frank .Act, the final rules )>rohibit any activity, even 
if it would otherwise be permitted, if it would involve a material con flic t of interest, a material exposure to 
high-risk assets or trading strategies, or a threat to the safety and soundness of the banking entity or to U.S. 
financial stability. 

6.1.3 Dodd-Frank Stress Tests and Comprehensive Capital Analysis and Review 

Section 166(i) of the Dodd-Frank Act requires two types of stress tests. First, the Federal Re.serve must 
conduct annual supervisory stress tests of BlICs with S50 billion or more in total consolidated assets and 
nonbank financial companies designated by the Council. .Second, financial companies with more than SlO 
billion in total consolidated assets must conduct annual .stress tests, and BlICs with S50 billion or more in 
total consolidated assets and nonbank financial companies tlesignaied by the Council must also conduct 
semi-annual company-run stress tests. In addition, the Federal Reserve conducts an annual CCAR, 

The results of company-run, mid-year stress tests were released by certain banking organizations in 
September 2013. Also in September 2013, the Federal Reserve issued a rule providing a one-year transition 
period during which banking organizations with between $10 and $50 billion in total assets would not be 
required to reflect the Basel HI capital rule in their .sue.ss tests. 

In November 201.3, the Federal Reserve, FDIC, anti OCC issued the economic and financial market scenarios 
used in the 2013 to 2014 stress tests and capital planning program. A total of 30 BHCs and other financial 
institutions regulated by the Federal Re.serve with consolidated assets of at least $50 billion participated in the 
2013 to 2014 exercise, and the result.s of these stress tests were released in March 2014. The Federal Reserve 
approved the plans of 2.5 financial institutions in the CCAR, and objected to the plarrs of five firrirs — four 
based on qualitative concerns, and one due to iLs inability to meet a minimum po.st-sire.ss capital requirement. 
Following the initial CCAR results, the Federal Reserve required Bank of America Corporation to re,submit 
its capital plan, as described in Section 5.3.1. All but two of the 30 CC.AR participants are expected to build 
capital from the .second quarter of 2011 through the first quarter of 20L5. In the aggregate, the firin.s are; 
t'xpecied to distribute 40 percent less than their projected net income during the same period. 

Institutions with S50 billion or more that are subject to the Federal Reserve. FDIC, and 0(;C company-run 
stress lest rules began their second stress lest cv’cle in 2013. Institutions with SlO to $50 billion in assets began 
their first sirc.ss ic.st cycle in 2013. These midsize institutions arc not required to publicly disclose their 2013 
to 2014 stress test results; public disclosures will begin in June 2015 with the results of the 2014 to 2015 stress 
tests. 

in March 2014. the Federal Reserve published a final rule providing that no banking organization would 
be required to calculate its regulatory capital ratios using the Basel III advanced approaches until the 2015 
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to 2016 stress testing cycle. Also in March 2014, the Federal Reser\’e, FDIC, and OCC issued stress testing 
guidance for institutions with $10 to $50 billion in assets. 

6.1.4 Resolution Plans and Orterly Liquidation Authority 

Resolution Plans 

Under the framework of the Dodd-Frank .4ct, bankruptcy is the preferred option in the exent of the failure of 
a financia! company. Section 165(0) of the Dodd-Frank Act requires nonbaiik financial companies designated 
by the Council for supervision by tbe Federal Reserve and BHCs (including FBOs that are, or are treated as, 
BHCs) with total consolidated assets ol' $50 billion or more to report periodically to the Federal Reserve, the 
FDIC, and the Council with plans — also referred to as living wills — for their rapid and orderly resolution 
under the U.S. Bankruptcy Code in the event of material financial distress or failure, fhe Federal Reserve 
and the FDIC must review each plan and may jointly determine that the plan is not credible or would not 
facilitate an orderly resolution of the company under the U.S. Bankruptcy Code. If the Federal Reserve 
and the FDIC make such a joint determination, then the company must resubmit its plan with revisions 
demonstrating that the plan is credible and would result in an orderly resolution under the Bankruptcy Code, 
including any proposed changes in business operations and corporate .structure to facilitate implementation 
of the j)lau. In .N'overnljcr 2011, I he Federal Reserve and the FDIC published a joint final niie implementing 
the resolution plan requirement. 

Eleven of the largest, most complex institutions submitted initial plans in 2012 and revised plans in 2013. 
During 2013, an additional 120 institutions subject to the rule at that lime subinitied initial plans. The public 
portions of each resolution plan were published on the Federal ReseiTc's and the FDIC's websites. In 2013, 
the. Council de.signaicd three nonbank financial companies for Federal Reserve supeiwision, and these firms 
will submit initial resolution plans in 2014. 

Following the review of the 11 plans submitted in 2012, the Federal Reserve and the FDIC issued guidance for 
those firms concerning informaiion that .shovild be included in their 2013 resolution plan subini.ssions. The 
guidance identified sigtiificani obstacles to rapid and orderly resolution for the firms to consider and address, 
including delineating the actions or steps the company has taken or proposes to take to remediate or to 
otherwise mitigate each obstacle, and providing a timeline for proposed actions, as necessary. 

The significant obstacles identified in the guidance were: 

• Multiple competing insolvencies; The risk of discontinuity of critical operations, arising from 
operations in multiple jurisdictions. 

• Global cooperation: The risk that lack of cooperation could lead to ring fencing of assets. 

• Operations and inu*rconncctednc,ss: The ri-sk that critical services provided by an affiliate or third 
party might be interrupted. 

• Counterparty actions; The risk that derivative and other counterparty actions may lead to s)'stemic 
market tlisruption, 

• Funding and liquidity: The risk of having insufficient liquidity to maintain critica! operations. 

Orderly Liquidation Authority 

In cases where resolution of a financial company under the Bankruptcy Code may result in scriotis adverse 
effects on financial stability in the United Stales, the OLu\ set out in Tide II of the Dodd-Frank .Act serves 
as the last resort alternative. Under the Dodd-Frank Act, the Federal Reserve, and another financial 
regulatory agenev specified by the Dodd-Frank Act (cither the FDIC, the SEC, or FIO) niu.st make written 
recommendations to the Secretary of the Treasury, who must then make certain determinations in order to 
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invoke the OLA. These include determining that the company is in defauh or danger of default; that faiiure 
of the company and its resolution under other law, including bankruptcy, would have serious adverse effects 
on U-S. financial stability; and that no priv’ate sector alternative is available to prevent the default of the 
compari\'. 

The FDIC is dei'cloping a strategic approach, the SPOE, to carry out the OLA when resolving a financial 
company. Under SPOE, the FDIC would be appointed receKer only of the top-tier parent bolding company of 
a financia! group upon the completion of the recommendation, determination, and ex|)editcd judicial review 
process set forth in Title 11. The FDIC would organize a temporary bridge financial company and iransfcr 
to it assets from the receivership e.state — including the failed holding company’s investments in and loans 
to subsidiaries. The FDIC would oventee operations of the bridge financial coinjiany and retain control over 
high-level key matters of its governance, impose losses on shareholdei-s and unsecured creditors, and replace 
culpable senior management. 

■fhe FDIC would appoint a board of directors and nominate a new chief executive officer and ollter key 
managers to operate the bridge financial company under the FDIC’s oversight. I'he company may be 
restructured by shrinking businesses, breaking the company into smaller entities, liquidating assets, or 
closing operations to ensure that the resulting entities could be resolved in bankruptcy. 

Out i rig the operation of the bridge financial company, the healthy sulisidiaries t'f the company would remain 
open, ])rolecting against contagion in the financial system by maintaining continttity of services. At the same 
time, SPOE would protect against moral hazard by holding the failed company’s shareholders, management, 
and creditors, accountable for its failure. In December 2013, the FDIC approved a Federal Register Notice for 
public comment that provides greater detail on SPOE. 

International Coordination on Resolution under the OLA 

Advance planning and cross-border coorditnitiou for resolution of G-SlFIs are essential to minimize 
disru))iions to global financial markets. The KDIO and the BoF., in conjunction with prudential regulators 
in their respective jurisdiciions, are developing ctincingency plans for the failure of a G-SIFl with opera tion.s 
in the United Siate.s and the United Kingdom. In December 2013, building on their joint policy paper on 
resolution strategies released in 2012, the FDIC and the BoF., in conjunction with the Prudential Regulation 
Authority, the Federal Reserve, and the FRBNY. held a tabletop exercise exploring cros.s-bor<lcr issues and 
mitigating actions that regulaions could take in case of a resolution. 

The FDIC and the European Commission have established a joint wxuking group to focirs on resolution 
and deposit insurance issues. In 201.3. the working group convened twice, and staff collaboration has been 
ongoing. 

In 2013, the FDIC also collaborated with regulators in Switzerland, Germany, and japan to di.scuss cross- 
border issues and impediments affecting the rest>lution of G-SIFIs. They will continue this work in 2014, with 
tabletop exercise.s. 

In a denionsiraiion of cross-border cooperation, the FDIC. the BoE, tlie Swiss Financial Market Supervisory 
Authority, and the German Federal Financial Supervisory .Axiihority signed a November 2013 joint letter to 
the International Swaps and Derivatives Association (ISD.A). This letter encouraged LSDA to revise derivatives 
contracts to authorize the short-term suspension of early termination rights and oilier remedies in the event 
of a G-SIFI resolution. Such changes are intended to permit the exercise of all applicable types of resolution 
powers without resulting in a disorderly termination of derivatives contracts. 
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6.1.5 Insurance 

FIO, state regulators aud. as of October 2013, the Federal Reserve, are members of the Imernaiionai 
Association of Insurance Supervisors (lAiS). FlO’s director and two state regulators serve on the 
lAlS's Executive Committee. 

Through service on the I.AIS's Financial Stability Committee, FIO, the NAIC, and state regulators 
have participated extensively in the process of identifying global systemically important insurers 
(G-SHs) attd the policy measures tc^ be applied to any such designated insurer. The FvSB, which 
was tasked by the G-20 to identify G-SIIs, delegated the development of a methodology and policy 
measures for G-Slls lo the lAlS. On July IS, 2013, the FSB, in constiliation with the f.\TS, ideniified 
an initial list of nine G-SIIs that indiuled three U.S.-based insurers; however, a decision on the G-SIl 
status of rntjor reinsurers was deferred umil November 2014. In |uly2013. the l.AIS also published, 
and the FSB endorsed, a set of policy measures that will apply to G-SIIs. including enhanced 
group-wide supervision, recovery and resolution planning, and higher loss absorbency (1 ILA) 
requirements. 

In the absence of an international capital standard for insurance companies, the FSB also called 
upon tin; lAlS lo develop two separate capital measures. The first, straightlbrward backstop capital 
requirements (BCR), will serve as a foundation for HL.A requirements for G-SIIs. The second is a 
quanciiative insurance capital standard (ICS) that will be part of the lAlS’s Common Framework 
for the Supervision of Internationally Active Insurance Group.s. I'he lAIS’s Technical Ckmimitiee 
directs the deNelopincnt of this integrated, multilateral, and inultidiscipliitary framework for the 
grottp-tvide supervision of internationally active insurance groups. FIO. state regulators (through 
the NAIC). and the Federal Reserve have been pariidpaiing actively in the lAIS taskforce charged 
with developing tind testing the BCR and ICS. The lAIS will develop and propose a BCR to the FSB 
by late 2014 and wall propose HLA by the end of 2015, with implenicntaiion of both to begin January 
2019. The ICS wall be develojicd by the e»ul of 2016, and will be field lestetl tVncmgh 2018 iti advance 
of implementation in 2019. 

Title V of the Dodd-Frank Act established FIO and directed it to study and report on how lo 
modernize and improve the system of insurance regulation in the United Stales. .After extensive 
study and consultation, the report was released in December 2013 and concluded that the United 
States should build on the existing Itybrid model of insurance regulation, incorporating state 
regulation w-ith a federal role, where necessary. Accordingly, the report recommends how tlie U.S. 
sy.sttMTi of insurance regulation can be modernized and improved by a combination of steps bv the 
staves and certain actions by the federal government. Specifically, the report highlights three areas 
of note where FIO concluded that federal involvement is warranted: development of international 
insurance regulatory .standards; topics for which national uniformity is an appropriate standard 
and topics of national interest for wliidi federal involvement is necessary; and oversight of mortgage 
instiraiice. 

Since early 2012. FIO, slate regulators (through the NAIC), the European Commission, and the 
European Insurance, and Occupational Pensions Authority have participated in a project to increase 
mutual understanding and enhance cooperation between the EU and the United Slates in order 
to promote business opportunity, consumer protection, and eflective .supen'ision. .After focusing 
on gap ana]) sis through 2012, the focus of the project shifted in 2013 lo professional secrecy and 
confidentiality, solvency and capital requirements, and reinsurance and collateral requirements. 

With the lAIS developments and (he finalization of the EU's oversight regime (Solvency II), new 
areas will be focused on in 2014. 
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State instirance regtilators, through the NAIC, continue uxirk on tipdaiiisg tlic insurance financia! solvency 
framework and to refine existing accounting, reporting, valuation,, and risk-based capital requiremeats. States 
continue to adopt various N.'\JC models or updated models related to the Solvency Modernization initiative, 
including the revised Credit for Reinsurance Model Law and Regulation, the revised Model insurance 
Holding Company System Regulatory Act (including the enterprise risk report), the Standard ^'alualion Law 
to impleinenl principlcs-based reserving, and the Risk Management an<l Own Risk and Solvency .Assessment 
Mode! Law, which was adopted by the NAIC in 2012 to establish the Own Risk and Solvency Assessment 
filing rcqnircmtait. In addition, state insurance regulators continue to build on various aspects of these 
projects through implementation efforts at the NAIC. This includes the N.AIC's approval of four internaiional 
supervisory aulhoriiies as conditional qualified jurisdictions under (he Process for Developing and 
Maintaining the NAIC l.ist of Qualified Jurisdiriion.s, and the rollout oi the NAIC's Reinsurance Financial 
Analysis (F)) Working (iroup, which among other things coordinates multi-state enbrus in reviewing and 
addressing issues related to certified reinsurers. 

'J'he Council also will coniimir to monitor relevant domestic and international financial regnlaiory proj>osals 
and developments involving insurance. 

6.1.6 Mortgage-related Litigation and Settlements 

Federal aiul siaie agencies reached several significant seftlernents in 201;? wiih fitumcial iiisiilulion.s, indiiding 
some relating to the sale of mortgage securities. 

Beginnirtg in January 201'?, 15 mortgage servicing comjjanie.s subject to cnforcemetu actions for deficient 
practices in mortgage loati servicirtg and foreclosure proce.ssing reached settlements with the OCC and 
the Federal Reserve to provide approximately S3.9 billion in direct cash payments to borrowers and 
approximately .$0.1 billion in other foreclosure prevention assislattcc, such as loati nioclificiuions and the 
forgiveness of deficiency judgincnls. For participating .serviceis, fulfillment of these agreenients satisfies the 
foreciosure file revitrw requirements of enforcement actions issued by the OCC, Federal Reserve: and Office 
of Thrift Supervision in 2011 and 2012. In addition, in December 2013. the CFPB. together with authorities in 
49 slates and the District of Columbia, entered into a settlement with i;lie country's largest nonbank inorigage 
loan servicer, requiring it to provide consumer refunds and .$2 billion in loan modification relief. 

Since January 2013, there Itavc been settlements totaling more than SI7 Itillion in ciglit lawsuits filed by FllFA 
relating to financial instimtions’ sales of mortgage securities to Fannie Mae and Freddie Mac. The large.si: of 
these seulemevns were $0.3 bilhoo by Bank of .America, S4.() billion byJPMorgan. $1 .0 billion by Deuiscbe 
Bank, and SI. 3 billion by Morgan Stanley. 

Also, in October 201.3. the Justice Department announced a SI 3 billion settlement witii JPMorgan to resolve 
federal and state civil claims arising out of the packaging, marketing, sale, and Lssuance of residential 
mortgage-backed securities (RMBS) by JPMorgan, liear Stearns, and Washington Mutual prior to January 
1, 2009. Of the $13 billion. S9 billion will be paid to settle federal and state civil claims by federal agencies 
and several states related to RMBS. This $13 billion settlement also includesJP.VIorgan's settiemeni with the 
FHFA that requires it to payout $4 billion in the form of relief to aid consumers harnied by the conduct of 
JPMorgan, Bear Stearns, and Washington Mutual. 

In 2013. tlic SEC continticd its pursuit of financial institutions that inisied investors in connection wiili the 
sale of MBS. Tlic SEC brought actions against large financial institutions stich as Bank of America and the 
Royal Bank of Scotland for their roles in the issuance of RMBS. The SEC also filed charges against broker- 
dealers, collateral managers, ancl their principals for fraud in connection with the structuring and sale of 
billions of dollars of collateralized debt obligations. 
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6.2 Financial Infrastructure, Markets, and Oversight 

6.2.1 Over-the-Counter Derivatives Reform 

Title VII of the Dodd-Frank Act establishes a comprehensive new regulatory framework lor swaps 
and security-based swaps. Among other things, the legislation: (1) provides for the registration and 
comprehensive regulation of swap dealers, security-based swap dealers, major sw'ap participants (MSPs), 
and major security-based swap participants; (2) imposes clearing and trade execution requirements 
on standardized derivatives products; and (3) creates robust recordkeeping and real-time reporting 
requirements with respect to swaps and security-based swaps. Title VII also provides for greater pre-trade and 
post-trade transparency in the swaps and security-based .swaps mai^ets. Under Title VTI. the CFTC regulates 
“swaps," the SEC regulates “security-based swaps,” and the CFTC and SEC jointly regulate “mixed swaps." 

A number of elements of the CFTC’s swaps regulatory’ regime became effective over the past year. The CF TC 
continued to phase in its implementation of the clearing mandate for certain standardized index CDS and 
interest rate swaps. The clearing requirement w’as implemented in March 2013 for swap dealers. MSPs, and 
private funds active in the swaps market; in jvme 2013 for entities including commodity pools and private 
fnnd.s other than aciivc funds; and in September 2013 for all other entities. I he CF TC also adopted a final 
nilc in .-Xpril 2013 exempt itig swaps between certain aOilialed entities within a corporate group from ihe 
mandatory clearing requirement. 

An important milestone for increased tran.sparency In the swaps market was achieved in May 201.3 when the 
CFTC adojjied ftnal rules implementing the core princijdes atid other requirements for SPTs, where swaj) 
contracts may be listed for trading. At the same time, the CFTC also issued rules esiabli.shing the process by 
which a designated contract market or a SEF can submit a determination that a swap has been made available 
for trading for purposes of the trade execution mandate. 

Over the past year, the CFTC also took significant actions to begin implementing the international regtilatory 
framework for swaps. In July 2013, the CFTC and the European Commission announced a “Path Forward” 
regarding their Joint understandings on a package of measures for how to approach cross-border derivatives. 
Tn the same month, the CFTC issued a final interpretive guidance and policy statement regarding the 
application of the CFTC's swap regulatory regime to cross-border activities. In December 2013, the CFTC 
l.ssued broad comparability determinations, covering a range of Dod<l-Frank Act requirements, for a number 
of foreign jurisdictions. These comparability determinations would permit eligible swap counterpartie?s to 
comply with local requirements rather than the corresjjonding Dodd-Frank Act requirements in cases where 
substituted compliance is available. 

Otlier significant CFTC actions include a final interpretive statement issued in May 2013 providing guidance 
on statutory provisions prohibiting certain disruptive trading, pi'aciices, or conduct. In November 2013, the 
CFTC issued final rvtles imposing requirements on swap dealers and MSPs with respect to the treatment 
of collateral posted by iheir counterparties to margin, guarantee, or secure uncleared swaps. Finally, in 
December 201.3, the CFTC issued proposed rules to establish speculative position Hmics for 28 exempt and 
agricultural commodity futures and option contracts, and phy-sical commodity swaps that are “economically 
equivalent” to such contracts. 

The SEC also has begun the first major phase of sccurity-bascd swap regulation. In May 2013. the SEC issued 
comprehensive proposed rules and proposed interpretations on cross-border security-based swap activities. 
This proposal covers registration requirements for security-based swap dealers and major security-based 
.swap participants; transaction-related reqturemems such as the reporting, dissemination, clearing, and trade 
execution of security-based swaps; exceptions to registration requirements; and the re-proposal of Regulation 
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SBvSR (for security-based swap reporting), which provides for the reporting and dissemination of security- 
based swap information. In addition, in April 2014, the SEC propo.sed rules for security-based swap dealers 
and major securitv-based SAvap market participants, as required by the Dodd-Frank Act. The proposed rules 
cover recordkeeping, reporting, and notification requirements for security-based swap dealers and major 
securitv-based swap participants and would establish additional recordkeeping requirements for broker- 
dealers to account for their security-based swap activities. 

Finally, in September of 2013, the Basel Committee on Banking Supervision and lOSCO’s working group on 
margin requirements released the final policy framework on minimum standards for margin rcquircnictiis 
for noii'Centrally cleared derivatives. The framework is designed to reduce risks related to OTC derivatives 
markets and provide firms with appropriate incentives for central clearittg while managing the liquidity 
itnpact of the requirements. The CFTC, SEC, Federal Re,serve, FDIC. OCC, FHFA, and Farm Credit 
Administration are working to implement niles that are generaily consistent with this policy framework and 
the Dodd-Frank Act. 

6.2.2 Securitization Reform 

In August 2013, the Federal Reserve, OCC, FDIC. FHFA. SEC. and ilUD re-proposed a rule from 2011 
to impiemem the requirement under the Dodd-Frank Act for securiiizers to retain ri.sk in the assets they 
securitize. The rulemaking i.s coordinated by Treasury. The ri.sk*reteniion requirement is intended better to 
align the interests of securiiizers and investors, and provide a strong incentive for securitizers to monitor the 
credit quality and underwriting of assets they securitize. 

Under the Dodd-Frank .Act, the rule must generally provide that securitizers must retain at least 5 percent 
of the credit risk for the assets collateralizing any ABS that they Lssuc. unless the securitized as.seis or 
the transaction qualify for an exemption. Consistent with the statute, the reproposal would establi.sh 
underwriting standards for QRMs, which would be exempt from the risk-retention requirements. The 
reproposal would provide sponsors of ABS with various options for meeting the risk retention requirements, 
The new pr{>posal would provide for the QRM dcfiniiion (o equal the definition of 'qualified mortgage” 
(QM) estaljlished by the CFi’B in 2013. The repjoposal also requested comment on an alternative defitiilion 
of QRM that would include certain underw riting siatidards in addition to the QM criteria. 

6.2.3 Money Market Mutual Fund Reform 

In ]une 2013, the SEC proposed further reforms for the regulation of MMFs. The reforjns were intended to 
make MMFs less .susceptible to runs tltat could threaten financial stability and harm irsvesiors. The SF.C’s 
proposal includes two principal reforms that could be adopted alone or in combination. One alternative 
would require a floating NAV for prime institutional MMFs. I hc other aiternative would allow the use of 
liquidity fees and redemption gates in times of stress. The propo,sal also includes additional diversification, 
disclosure, and sire.ss testing measures that would apply under either alternative. The public comment period 
has dosed, and the SEC is currently reviewing the comment.s and working to develop a final rule. 

The SEC began evaluating the need for MMF reform after the Reserv^e Primary Fund ‘ broke the buck” at 
the liciglu of ilie financial crisis in September 2008. In 2010, the SEC adopted reforms enhancing the risk- 
limiting conditions on MMFs by reducing maturities, improving credit quality and imposing new liquidity 
requirerneius. The SEC's proposed rules would supplement the 2010 reforms. In November 2012, the 
(k)uncil issued for public comment a proposed recommendation that the SEC iinplemcnt structural reforms 
to mitigate the vulnerability of MMFs to runs. The Council’s ptx)posed recominendation was issued under 
Section 1 20 of the Dodd-Frank Act. Under Section 120, if the Council determines that a financial activity 
or practice conducted by Bl ICs or nonbank financial companies could create or increase the risk of certain 


0!! FSOC // Annual Iteporl 




183 


problems spreading among financial eoinpanics or markets, the Council may, after seeking pHi)Hr commcni, 
issue recommendations io the relevant regulator to apply new or heightened standards or safeguards. 

6.2.4 Credit Rating Reforms 

Section 939A of the Dodd-Frank Act recjuires each federal agency to modify its regulations to remove any 
reference to, or requirement of reliance on. credit ratings and to substitute in its regulations a standard of 
tredit-worihiness that the agency determines is appropriate. In 2013, agencies including the FDIC. Federal 
Reserve, NCUA, OCC, SEC, and the Internal Revenue Service continued to implement this requiremem 
b\' amending their rules. Previouslv, other agencies including the CFTC and FMFA had adopted rules 
impieineniing Section 939A. 

6.2.5 Accounting Standards 

In December 2012, the Financial Accounting Standards Board (FASB) issued for public comment a proposal 
io itnprove financial reporting by moving to an expected credit los.s model for loans and other financial 
assets. Tlie proposal. Financial Instruments — Credit Losses (Subtopic 825-15), is intended to require more 
timely recognition of credit losses, while also providing additional transparency alwtu credit risk. Currently, 
under U.S. GA.'\R credit losses arc generallv not reflected in fmancia! statements until it is proltabh- that the 
losse.s have been iuenn ed. Inider the jtroposal. a firm’s balance .sheet wtmld rcfle<'t inanagemetii's curreni 
estimate of expected credit losses at the reporting date (as an allowance for credit losse.s). and the income 
staiement would refleta rill changes in expecicti crctlil los.se.s (as a provision for credit losses). The F.-\SRs final 
standard is expected to be issued by the end of 2014. While the FASB'sand the Imernaiional .-Xccouniing 
,Standard.s Board's (1 ASB) apjjroac.bcs oit cxpccteti credit losses will not be converged, the final standards will 
represent a significant change front the current incuned loss credit impairmem model. 

In February 201.3, the FASB is-sued for ptiblic coimncnl a proposal to improve financial reporting by providitig 
a comprehensive fratttework for da.ssifying and meastiritig fmancial instruments. Under the {trojiosal. the 
cla.ssific:aiion and measvirernent of a financial asset would be baset! on the asset’s cash flow characievisiics and 
the entity's business model for managing the a.s.sei. In November 2012, the lASB had proposed amenclments 
to its financial instruments accovmtivig standards that would also classify and measure finattcial assets 
based on casli flow characteristics and business model assessments, ahheutgh some parts of ilie two hoards’ 
proposals differed. However, in December 2013 aitd January 201-1, the F.ASB decided that it would uoi 
continue to pursue the projx>scd contractual cash flow characteristics and business model assessments. In 
Mardi 2014, the FASB clecidecl to retain the separate models in existing U.S. (i.AAP for determining the 
dassificiuion of loans and .securities, but direct<-{l staff to analyze whether changes arc neetled to the current 
definition of a security The FASB's final stantlanl is expectetl to he issued by the end of 2011. 

In May 2013. the F.ASB, jointly with the I.A.SB. issued a revised proposal for pui)lic comment to increase 
transparency and comparability among organuations that lease assets (as lessor or lessee), updating ajoint 
proposal from .Xugust 2010. The revised proposal would create a new approach to lease accounting, the core 
principle of which would be that both a lessee and a lessor organization should recognize assets and liabilities 
arising from a lease on the balance sheet. Existing lease accounting .standards have been criticized for failing 
to meet the needs of financial statements users. In March 2014, the FASB and 1A.SB began rodeliberations on 
the revised proposal and reaffirmed that all leases would be recognized on the balance sheet by lessees, while 
current lessor accounting would remain substantially unchanged. However, ba.sed on the F.XSR's decisions, 
most existing operating leases would continue to have straight-line expense and most existing capital leases 
would continue to have accelerated lease expense. The boards will continue redeliberation.s during 20M to 
try and reach a converged solution. 
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Tlic FASB and iho lASB also are in ihc process of finalizing standards on revenue reeogniiion. GAAP 
comprises broad revenue recognition concepts and numerous requirements for particular industries or 
transactions that can result in diflereni accounting for economically similar transactions. International 
Financial Reporting Standards have fewer requirements on revenue recognition. To resolve iliese 
inconsistencies, the FASB and the lASB initiated a joint project to develop a common re\ enue standard 
for U.S. G.\AP and International Financial Reporting Standards. The initial proposal to amend ret entte 
recognition rules was issued in June 2010. .After receiving comments, an amended expo.sure draft was issued 
in November 2011, and proposed amendments to U.S. G.AiAP were released in January 2012. In Koventber 
2018, ilie F.ASl'j rompleied its disctis-sions on rcvcmic rrcogninon, and a final standard i.>> expccicd to be 
issued in the first half of 2014. 

In June 2013, the F.ASB issued for public comment a proposal to improve the financial reporting of 
insiirance rontracts. 'I'he proposal would have required coiuracis that transfer .signiilcauf insurance risk to 
be accounted for in a similar manner, regardless of the type of institution issuing the contract, hi contrast, 
existing U.S. G.A.AP lor insurance contracts only applies if the entity providing insurance is an insurance 
companv. The I.ASB also issued an insurance propnisal in June 2013 that is similar in some respects to the 
FASB proposal. The F.ASB began redeliberations on its proposal in February 2014 and. in light of feedback, 
decided to limit the scope of the project to insurance entities as described in existing GAAP and to focus 
on making targeted improvements to existing U.S. GA.AP. .A completion date for the project has not been 
established. 

6.3 Consumer and Investor Protection 

6.3.1 Mortgage Transactions and Housing 

In December 2013, the CFPB publislied a final rule an<! forms (hat combine several federal di-sclosures that 
a consumer receives in connection with applying for and closing on a tnorigage loan under Regulation Z 
(which implements the Truth in Lending .Act (TILA)) and Regulation X (whicli implements the Real E.staie 
Settlement Procedures Act (RESP.A)). 

For more than 30 years, federal law has l equii etl a lender to provide different sets of disclosures to a 
consumer who applies for and closes on a mortgage loan: one tinder TILA and ilie otlier under RESP.A. Two 
different federal agencies separately had developed the required disclosures. The information on the TILA 
and RESPA disclosure forms is overlapping and the language is inconsistent. Pursuant to a mandate in the 
Dodd-Frank Act, the CFPB integrated the mortgage loan disclosures required under TII.A and RF’SPA. After 
engaging in extensive consumer and industry outreach and testing and considering the comments on the 
proposed rule, the CFPB issued (he integraied disclosures in a final rule. 

The final rule also provides a detailed explan.ilion of how the forms should be filled out and used. The first 
new form, called the Loan Estimate, is designed to provide information to a consumer when the consumer 
applies fora mortgage loan so that the consumer can understand the key features, costs, and risks of the 
loan. The Loan Estimate form must be sent to the consumer no later (ban three business days after the 
cretlitor rcceive.s the consumer's application. The second new form, called the Closing Disclosure, is designed 
to provide information to a consumer to understand all of the costs of the mortgage loan transaction, and 
must be provided to the consumer no later than three business days prior to closing on the loan. 

In developing the Loan Estimate and Glosing Disclosure forms, the CFPB reconciled the differences between 
the existing TILA and RESPA disclosures, and combined several other mandated disclosures, including 
an appraisal notice under the Equal Credit Opportunity .Act and a servicing application disclosure under 
RESPA. Tlie rule also makes certain changes to reduce the risk that consumers will be surprised at the 
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closing table. The.se changes include requiring lhat closing information be provided three days in advance 
and placing certain further restrictions on increases in charges disclosed on the Loan L-stimaic. The final 
rule is effective on August 1 , 201.5, and applies to transactions for which the creditor or mortgage broker 
receives an application on or after that date, sufgect to certain exceptions. 

In January 201 3 . the CFPB issued several niles implementing new consumer protections for the mortgage 
market as mandated in the Dodd-Frank Art. First, the CFPB issued a final rule, known as the abiiity-to- 
repav/QM rule, iniplememing a recjuiremeni of the Dodd-Frank Act lhat creditors make a rea.sonabie, 
goocl-faiih determination at the time of consummation that a consumer has a reasonable ability to repay 
a mortgage, i’he ahiliiv-io-repa\v'QM rule is designed, in part, to promote the stability of the Qnaneial 
system by aligning the consumer s interest in obtaining a loan lhat he or she can affetrd with the lender’s 
interest in originating a loan that is a viable asset. The ability-io-repay requirements contained in the CFPB’s 
Regiilation 7. generally prohibit a rrediior from using unverified information about a eonsumer’.s income 
and debt and from underwriting a loan based only on low “lea.ser’* rates. Certain mortgages, called QMs, 
that meet specific criteria set forth in the rule are entitled to a presumption of compliance with the abiliiy- 
to-iepay requirements. .A QM lhat is a higher-priced mortgage loan is subject to a rebuttable presumption of 
compliance, while a QM that is not higher priced receives a .safe harbor from a claim alleging a violation of 
the ability-to-repay requirements. 

The CFPB rules generally require that a consumer’s backend debt-to-income (DTi) ratio may not exceed 43 
percent for a QM, with some exceptions. In particular, to help ensure access to credit while the market adjusts 
to the new reguiaiions. the CFPB rules pnwide that for the next several years, certain Joans that are eligible 
for purchase, guarantee, or insurance by the government sponsored entities and certain federal agencies 
shall be deemed QMs even if the DTI ratio exceeds 43 percent. 

The CFPB subsequently amended the abiJity-to-repay rule in 201,3. so as to exempt certain creditors and 
lending prograni-s from the ability-co-repay requirements, facilitate compliance by and to preserve access 
to credit from small creditors, and modify the reqtiircmenis regarding the inclusion of loan originator 
compensation in the QM 3 percent points and fees cap. In particular, the CFPB adopted exemptions from the 
ability-io-repay requirements lor creditors designated by certain federal government agencies under specified 
community development lendhig progranvs, a,s well as for creditors designated as nortprofit organi/aiions chat 
extend credit secured by a dwelling no more than 200 times annually, provide credit only to low-to-jiioderate 
income consumers, and follow their own written proccdure.s to determine iliat constimers have a reasonable 
ability to repay ilieir loans. 


Among other amendments designed to preserve access to credit for customers of small creditors, the CFPB 
rai,sed the threshold for determining when a QM is deemed to be a higher-priced mortgage. This amendment 
expands the ability of small creditors to receive the safe harlxm under the ability-to-repay requirements, Tlie 
amendments also exempt a .small creditor from the 43 percent DTI rcquirentein for QMs the creditor holds 
in its portfolio, so long as the creditor considers DTI ratios or residual income according to its own internal 
criteria. Finally, in October 20J3 the CFPB. Federal Re,serve, FDIC, NCUA, and OCC issued interagency 
guidance to address issues regarding fair lending risks associated with ofTering only QMs. 

Under the new rules, certain loans eligible for purchase by Fannie Mae and Freddie Mac will be deemed 
QMs under the temporary QM category described above. These loans need not meet the 43 percent DT! 
ratio cap. However, a jumbo loan generally may receive QM status only if lhat loan meets the 43 percent 
DTI requirement, and a loan with certain product features or with points and fees in excess of the general 
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3 percent cap is not eiigible for QM status. In response to the CFPB's niles, FlIFA directed Fannie Mae and 
Freddie Mac to refrain from purchasing a loan that is subject to the “ability to repay" rule if the loan is not 
fully amortizing, has a term of longer than 30 v’ears, or includes points and fees in excess of 3 percent of 
the total loan amount generally. Effectiv’ely, this means that Fannie Mae and Freddie Mac may not purchase 
interest-only loans, loans with 40-year terms, or those with points and fees exceeding the thresholds 
established by the rule. 

The (IFPB’s rules also address concerns with regard to servicers’ policies and procedures regarding 
recordkeeping, servicing transfers, loss initiation, and other topics. The new rules generally require that 
servicers provide consistent monthly statements, expand and improve their information reejuest and error 
resolution procedures, and provide certain disclosures to consumers befc>re imposing force-placed itisurancc. 
I'lie new rules also direct servicers to improve communications with borrowers who are having din'iculiy 
repaving their loans. Servicers must reach out to troubled borrowers within 36 days of delinquency, provide 
coniinuiiy of contact with trained personnel, and proc.e,ss applications for loatt tnod i fir ai ions and other 
foi eclosiire relief consisieni with specified timeline.s and procetUires. 

In January 2013, the CFPB also issued mortgage servicing rules to implement several protections mandated 
bv the Dodd-Frank Act. Over the course of 2013, the CFPB amended certain provisions of the mortgage 
servicing rules to clarify the scope and application of the rules. Small servicers are exempt from several of die 
provisions. In Jamiary 2013, the CFPB also issued rules to implement requirements under the Dodd-Frank 
.Act concernitig mortgage loan appraisals, loan originator compensation and training, high-cost mortgage 
loans, the use of agreements requiring arbitration of disputes concerning mortgage loans, mandatory escrow 
accounts for certain higher priced mortgage loans, and various other topics. The CFPB made some minor 
cUivificaiions and adjustments to these rules over tlic course of 2013. 

Injanuary 2013, the Federal Rcserv-c. FDIC. OCC, FUF.A. CFPB. iukI NCUA jointly issued a final rule that 
established new appraisal requirements for liighcr-priced mortgage loans. Under the Dodd-Frank Act, 
mortgage loans are higher-priced if they are secured by a consumer’s home and have anmial percemage rates 
above certtiiii thresholds. In December 2013, the agencies approved a supplemental rule diat exempts a subset 
of higher-priced mortgage loans from certain appraisal requirements. As mandated by the Dodd-Frank Act, 
in March 2014 these agencies issued a proposed rule that would implement niininium requirements for state 
registration and supervision of appraksal management companies. 

The FHFA and CFPB also have continued their work on the construction of a National Mortgage Database, 
the core of which consists of a nationally representative roiling 5 percent sample of origiiiated morlgage.s. 
matched with credit bureau data and supplemented by survey data. This database i.s intended to provide 
regulators with an unprecedented understanding of mortgage market dynamics. 

6.3.2 Consumer Protection 

Among its authorities, the CFPB may supervise certain nonbank entities, including morigage companies, 
private education lenders, payday lenders, “larger participants’' of a market for other consumer financial 
products and services, and any nonbank covered penson that the CFPB has reasonable cause to determine is 
engaging or has engaged in conduct that poses risks to consumers with regard to the offering or provision 
of consunuT financial products or ser\-iccs. In July 2013, the CFPB isstted a rule to establish proecdurcs by 
which the CFPB would bring a nonbank covered person under the CFPB's supervisory authority because the 
person's conduct poses risks to consumers. The CFPB’s procedural rule is designed to establish a consistent 
framework applicable to all affected entities, and thereby provide transparency regarding the procedures the 
CFPB would use prior to commencement of a proceeding to notify attd give an affected entity an opportunity 
to respond to the ClFPB’s proposed order to supers’ise the entity. 
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In DcccDihcr 2018. ihc CFPB issued anoihci' in its scries of rules to define “larger pariicipanis" of specific: 
markets for purposes of establishing, in pari, the scope of the CFPBs nonbank supervision program. The 
CFPB’.s largcr-pariicipant rule defines a market for “student loan serv-icing" activities, which covers the 
servicing ofboth federal and private student loans. The rule presides thata person who engages in student 
loan servicing would be a larger participant, and thus sutyect to the CFPB’s supervisory authority, if the 
account volume of the person and its affiliates exceeds one million. 

6.3.3 Investor Protection 

The SFC issuc-d a final rule in |u!y 2018 implcmcniing Section 926 of the Dodd-Frank --Vt. proltibiting 
directors, officers, and other covered persons from relying on the exemption under Rule .a06 under (ite 
Securities Act of 19,88 for a securities offering if any of these individuals are subject to criminal convictions, 
disciplinary orders, or other administrative proceedings for wrongful acts, false representations, or other 
disqualifying events. 

In addition, in July 2018, the SEC adopted rule amendments to strengthen the audit requirements for broker- 
dealers and enhance oversight of the way broker-dealers maintain custody of their customers’ as.seis. .Among 
other things, the amendments requite that broker-dealer audits be conducted in accordance with standards 
of the Public Company .Accounting Oversight Board as provided by the DtHld-Frank Act. In addition, broker- 
dealers are required io file a new foi m that elicits inlbrinaiion about liur broker-dealer's practices witli resjjcci: 
to the custody of securities and futids of customers and non-customers so that regulators can better monitor 
custody practices and oversee security of customer assets. 

In September 2018, the SEC adopted rules esiablLshing a permanent registration regime for municipal 
advisors, as required by the Dodd-Frank Act. The new rules require a iminicipal advisor to pcrmatiently 
register with the SEC if it provides advice on the issuance of municipal securities or about certain investment 
strategies or municipal derivatives. As a result of these rules, municipal advisors will be .subject to a 
comprehensive regulatory regime when they provide advice to municipalities. 

6.4 Data Standards 

Data standards improve the clarity and quality of data by providing an unambiguous and univcr.sally accepted 
meaning, thus increasing confidence in the data, and enabling comparison, aggregation, sharing, and 
exchange. Adoption of data standards also reduces the need for costly conversion when exchanging data. 
Building, adopting, and using standards for financial data will promote financial stability monitoring and 
botlt beuc,r risk nianagetnent and lower-cost regulatory reporting by firms. 

The financial industry, the Council, and the CounciFs members are increasingly focusetl on the need 
for data standardization. Many indusirie.s have found that sector-wide standardization cat! reduce costs 
and improve efficiency. The OER works on behalf of the Council to participate as appropriate in industry 
siandards-making bodies, sucli as the Mortgage Industry Standards Maintenance Organization, to ensure 
that regulatory needs are satisfied in data .standard design. The SEC’s new .Market Information Data Analytics 
System (MID.AS), introduced in 201,8, is an example of regulators' response to increasing amounts of data 
generated by iinanciai markei-s. On a typical trading day, MIDAS collects roughly a billion price quotes and 
trades from 18 U S. stock exchanges. Tools like MIDAS require significant data standardization. 

6.4.1 Legal Entity Identifier 

The progress of liie global LEI is evidence of the Council and the international community recognizing the 
ne ed for data standards, I hc l.Ei is a code that uniquely identifies parties to financial trai!saciion.s instantly 
and prccisciv. It is the first non-proprietary global unique entity identifier. The LEI is expected to reduce 
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rcguhiforv rcporiing burden and gcncraie considerable cost savings for the fmancia! industry in rolicrtiiig. 
rlcaniiig, and aggregating data. The LEI is a key identifier for enabling bevtt-r inoniioring of risks in the 
financial system. 

To date. Ti organi/alions have issued more than 250,000 codes in 178 eountrie.s, (iounci! member agencies 
have placed a key role throughout the LEI development process, leading work streams, and workitig 
with other regulators and industry to provide recommendations to the G-20 to guide the governance. 
de\'e!opmcnt, and implementation of the global LEI sc'stem. The OFR’s ChiefGounscl cnrrentlv serves as the 
(ihair of die LEFs Regulatory Oversight Committee, and representatives of the Federal Reserve. SF,C. CFTC, 
()(i(i, and FDIC sit on this committee. The Global LEI Foundation is being established in Switzerland lo 
oversee the sctsiem. The foundation's board of directors was nominated in December 2013 and was endorsed 
bv the FSB in lanuarv 2014. It will have authority over a global federal ioit of local operating units to ensure 
adherence with LEI governing principles. 

Mandatory reporting uses of the LKl will facilitate the rapid deployment of the LEI. LF.ls are alteady 
re(|uiied for counterparty identification in the CFTC'sand the Enrop<Mn Securities and .Markets Authority's 
swap data reporiiug requiremeni.s and are optional for reporting by private fund imestment, advi.sers on 
die SEG's Form PF. The European Banking AuihoriiY has decided to recommend the use ofLEls as unique 
idem ifical ion codes for supervisory purposes for even- credit and linancial iusiituiioii in litc El’. The 
CounciFs Data Committee is evaluating how to expand the use of the LEI in IkS. regulatory and report ing 
requirements, 

6.4.2 Mortgage industry 

Regulators are working to adopt data standards in the mortgage industry. As with LEIs, adoption of such 
standard.s offers the benefits of improved data quality, increased efficiency atid effectiveness of data sharing 
among regulators, and decreased costs for regulatory repot ting by the industry. The Dodd-Frank Act 
amended the Horne Mortgage Disclosure Act to allow the CFPB to require a UMI. if deemed appropriate. 
The CFPB convened a Small Business Rev iew panel in March 2014 to consider a number of is.sues in Home 
Mortgage Disdo.sure.Aci reporting, iuchiding the use of both the LEI and a LAII. 

Given tlie size, cromplexity, and fragmented nature of the mortgage system, regulators need a dear and 
cotr^sisieut identifier of each mortgage. The Mortgage Industry .Standards Maintenance Organization 
created placeholders in its standard.s for the LEIs of finanda! institutions involved in cadi loan, from 
origination through servicing and securitization of mortgages. A recent OFR working paper described 
how a vmivcnsal mortgage iclenti~fier could improve aggregation, comparabitity, and a.naiy.sis in the U.S. 
mortgage indu.srry. During tlic financial crisis, tlte lack of a mortgage identifier made it difficult for icitdcrs 
and regulators to have a consistent understanding of trends in originations, underwriting siamiarcks. 
performance, vuul loati modifications. A unique mortgage idemifier designed to itroteci inclividuat privacy 
has the potcniial to be hciioficial in this regard. 

The Uiiifortu Mortgage Data Program is an ongoing initiative implemented by the FlIFA and the GSEs to 
improve t!ie consistency, quality, and uniformity of data collected at the beginning of the lending process, 
as well as for servicing data. Developing standard terms, definitions, and industry standard data-reponing 
protoctfis will decrease costs for originators and appraisers, reduce repurchase risk, and also allow new 
emrants to tise industry .standards rather than having to develop their own proprietary <lata systems. 

6.4.3 Swap Data Repositories 

Promoting standardi/ation and transparency in the OTC deriv'atives or swaps market is a priority for 
the (Council and the international regulatory community. ,\t the 2009 Pittsburglt summit, G-20 leaders 
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commiueci to several reforms lo strengthen the OTC derivatives markets and improve transparency and 
regulatory oversight. One of the main elemenns of these reforms was the mandated reporting of OTC 
derivative transactions. OTC derivatives products have historically been among the ieasl-standardi?ed 
financial instruntcnts. The Dodd-Frank Act established a new rcgulatoJT framework for OTC derivatives, 
under which all swap transactions nuisi be reported to new entities known as SDRs or .SBSDRs. 

1 he CFl'C has issued rules identifying specifK; fields that must be reported for every .swap anti for classes 
of swaps. Ihosc rules require the use of the LEI as well as the Lhiiquc Product Identifier, which categorizes 
swa|is according fo cei iain tuidcrlyhig information, and the Lmiqur Swap Identifier, which ideniifies 
individual swaps, where available. 

SDRs for interest rate, credit, equity, FX, and other commodity asset classes under the CFTC's jurisdiction 
are required to publicly disseminate real-time swap transaction data for these swap transactions, such as 
transaction prices and sizes, “as soon as technologically practicable” after the SDR receives such data, unless 
the transaction is subject lo a lime delay. Additionally, all trades are sulyect to delays during the phase-in of 
the CFTC reporting rules. The CiFTC has begun reporting aggregated swap data (such as aggregate numbers 
of trades aitd aggregate gross notional amounts) in weekly reports that combine data from the SDRs. These 
reports have recently estimated gross notional amounts reported at over $390 trillion. 

There are four SDRs in the United Slates. In an effort to reduce burden, the CFTC required the SDRs C(> 
leport iransaclions, but did not specify reporting siandard.s regarding data definitions or formats, However, 
data standards are essential to enable data aggregation across SDRs and across asset cla.sses, The CFTC, with 
support from other Council member agencies, is working to Improve and harmonize data reporting by SDRs, 

Legislation in several key juri.sdictions has led to a proliferation of trade repositories (internationally, SDRs 
are referred to as trade repositories). However, in many jurisdictions, the legal framework for reporting 
derivative,s transactions limits authorities’ ability to obtain access to the information. In the United States, 
auihoriiies (other tlian the CFTC or SF.C, as applicable) face obstacles obtaining access to data reported 
to and maintained in regi-siered SDRs without agreeing to cunfidcniialily requirements and to indemnify 
the SDR and the CFTC or SEC for litigation expenses relating to the information provided. This and 
other obstacles restricting authorities’ access to trade repository data run counter to the G'20’s goals of 
practical and effective access for amhorjiie.s and enhanced market transparency. With limited access to data, 
authorities, including certain Council members and member agencies, are unable to carry out fully their 
mandates to monitor systemic risk and identify potential emerging threats. 

The FSB, Committee on Payment and Seitienient Systems, and lOSfX) have recognized the importance of 
standards in derivatives data reporting and the challenge.s posed by the fragmentation of tlerivatives data 
across global trade repositories. Disparate reporting rules, a lack of uniform data standards, .and varying 
rules for auiliorities' access to data across jurisdictions makes analysis of iltc global deritatives market 
difficidl. To fulfill their mandates, auihoriiies may need to combine data from tra<ic repositories tvithin 
and across jurisdictions. In 2013, the FSB called for the creation of the Aggregation Fea.sibility Study Group 
to study how to ensure that data reported to trade repositories can be effectively used by authorities and 
options for producing and sharing global aggregated trade repositojv data. The Aggregation Feasibility Study 
Group includes represetiiatives of the CFTC. Federal Reserve, FRBNY, and Treasury. The FSB publislied a 
consultative report in February 2014. and a final rq>ort is expected to be published in mid-2014. 
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6.4.4 Other interagency Data Initiatives 

interagency Data inventory 

In fanuary 2014, the OFR published an excerpt of its interagency data inventory for describing data that the 
Council uu'inhcr agenries collect from financial institutions. The invenrory described almost ,">00 s<‘}>nr:u<- 
fornis currently used in regulatory oversight by Council member agencies. Tlie inventory is intended to 
!ielp the OFR and member agencies identify jxitential gaps in data collection, with tlie goal of enabling an 
t;va!iiatioii oi'what, how. and by whom data is being reported, 'fhc inventory mav also faciliiaic idem ificai ion 
of any overlap-S in collections. 

Private Fund Data 

In July 2013, the SFtC released a report on the use of data and records on private investment funds derived 
from I he new Form PF. 'fhe .SFX. has received a complete .set of initial filings from regisicred invent mem 
advisers on the form. As of mid-2013, private funds were reporting on more titan S” trillion in regulatory 
AUM with Form PF'. The Council and OFR are using certain Form PF data to evaluate potential risks 
to finariciai sitibility. The (.)FR psibiishcd preliminar)- results from analysis of Form PF data in its 2013 
annual report, iucl tiding analysis of leverage and V'aR. SFtC staff lia.s begun to asses.s ilie quality of the 
d;il;t collected — including evaluating the consisleitcy offiler responses and rlifit-rem cs in tqiproaclK's or 
assmrtjMiuus made by hlers — and has used the data Jo obtain infortuaiioii regarding certain private lands. 
The .SEC also has idcniihed a nnniber of uses of the informtiiiori. inrludirig incorporating Form PF data into 
SEC anal) tical tools, using Form PF infonnaiion to monitor the risk-taking acth iiies of investment advisers 
to prii'aie funds, coruluciitjg pre-exHuiination due diligence and in risk identification, am) providing certain 
aggregated Form PF data to IOSCO regarding large hedge funds to ofler a more complete ewerview of the 
global hedge fund market. 

6.5 Council Activities 

6.5,1 Determination of Nonbank Financial Companies to be Supervised by the Federal Reserve 

One of the CounciFs staintory anlhorUic;.s i.s (o determine that a nonliank finaiiciai company will Ire .subject 
1.0 snj)<.'i \'isi.ori by the Federal Reserve a.nd enlianced prudential siandard-s if the company's material financial 
di.siress — or ilie nature, scope, size, scale, ctmceniraiion, interconnectedness, or mix of its acti^’ities — could 
pose a threat to U.S. financial stability. The CounciFs authority to make these determinations i,s an imponarit 
tool to help mitigate potential threats posed by these companies to U.S. financial stability, The Dodd-Frank 
.'Vet .sets forth tlu* stamlard for the Council’s determinaiions regarding nonbank fniaTu Ud companies and 
requires the Council to take into a< count R) specific considerations when evaluating those companie.s. 

To further inform tlie public of the CounciFs framework and processe.s for assessing uonhank financial 
companies, the Council issued a rule and interpretive guidance, beginning with the release of an advance 
notice of proj>o.sed ntlemaking at its first meeting in October 201(1. 

Tiie. Federal Reserve issued a final rule in .^pril 2013 establishing the requircmeiu.s for t!et('rmi.ning if a 
company is ‘'predominantly engaged in financial activities." A company that falls within this dcfaiition is 
eligible for a deienninaiion by the Council that the company could pose a threat to U.S, financial stahilicy 
and will be supervi-sed by the Fetleral Reserve and subject to enhanced prudential standards. For the 
purposes of 'i'itlc I of the Dodd-Frank Act, a companv is predominantlv ettgaged in financial activities if 83 
piTceni or more of its revennes or assets arc derived from or related to activities that are “financial in nature" 
under the Rank Holding Company Act. 

In 2013. the Council made its first determinations regarding nonbank finaiiciai conijianies. The Council 
voted in jnly to make final cletcnninations regarding American International CnTuip (AICt) and General 
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F.icctrir Capital Corporaiion. In Scpicnnber, the Council vxttcd to make a final determination regarding 
Pnidcniiai Financial. The basis for each final dcieriniiiation is available on the Council’s ucbsitc. 

The Council’s three detertninations in 2013 followed the process laid out in the Council's rule and guidance. 
Each of the: nonbank financial companies subject to a Council determination received a letter in June 2013 
informing it that the Council had made a proposed determination and prosicling it with an explanation of 
the basis of the Council's proposed determination. Each company then had 30 days to request a hearing 
to contest the Coiincil's proposed determination. Neither AIG nor General Electric Capital Cctrporaiion 
requested a hearing. The Council conducted a hearing for Prudential Financial in July 201.3. 

6.5.2 Risk Monitoring and Regulatory Coordination 

'file Dodd-Frank .Act charges the Council with responsibility to identify risks to G.S. financial sialulily, 
promote market discipline, and respond to emerging threats to the .stability of the U.S. financial sy.siein. 

The Council also has a duty to facilitate cwrdinalion among member agencie,s and other federal and state 
agencies regarding financial services policy and other developments. The Council regularly examines 
sigtiificani market developments anrl sirtiriurai i.ssucs within the financial s)'.stem. For example, over the past 
vear, the (atunci! has considered issues such as market volaiiliiy, the government shutdown and debt ceiling 
impasse, intere.si: rale risk, ecotiomic deve!opm«-iif.s itt Euro|>c an<l emerging economies. liou.stng linance 
felbrm. the N.\SDAQ trading halt in Angnsi and risks to financial stability arising frotti cybersecnriiy 
viitnerahiiilies, Tlie Council will cotiiiime to moniinr potential iltreats to financial stability, whether front 
external shocks or .structural \veakne.sses. and to facilitate coordination among federal and state agencies. 

To facilitate this risk monitoring ptocess, the Council established the Systemic Risk Committee (SRC), 
composed primarily of member agency staff in supervisory, monitoring, exatahiation, and policy roles. The 
SRC serves as a forum for member agency siaiT to identify and analyze potential risks that may extend beyond 
the jurisdiction of any one agency. 

The OFR plays an important role in the activities of the Council. In 2013, the OFR reported regularly to the 
SRC on developments in financial markel.s. In its 2013 annual report, the OFR issued a prototype Financial 
.Sttihiliiy Monitor that assessc.s risks to the financial system basi <l oti five aretus of risk: macroeconomic, 
market, credit, funding and liquidity, and contagion. 

6.5.3 Study on Asset Management and Financial Stability 

In September 2013. the OFR released a report requested by the Council that provUlcd an werview of 
the asset management industry and an analy.sis of how asset management firms and their activities could 
iiiiroduce vulnerabilities into ilie fmancial system. The Council had requested the report to inform its 
atialysis of potential threats asset management activities or firms might pose to financial stahility. 

Tlie OFR's report noted tltat asset management activities and firms differ from commercial banking and 
insurance activities in that asset managers act primarily as agents, managing assets on behalf of clients as 
opposed to investing on the managers' behalf. Nonetheless, the report stated that some asset management 
aciivitics cotiid give rise to ihirats to financial stability if improperly managed or accompanied by the use 
oflevcrage, liquidity tran.sfonnation. or funding mismatches. For example, the report discussed risk-taking 
in separately managed accounts and the reinvestment of cash collateral in securities lending transactions. 
The report also noted that significant data gaps hamper analysis of the industn'. The Council is considering 
potential next steps with regard to asset management. 
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6.5.4 Operations of the Councif 

The Dodd-Frank Act requires the Council lo convene no less than quarterly. In 2013, the Council met 10 
times. The meetings bring Council members together to discuss and analyze market developments, threats to 
financial stability, and financial regulators’ issues. While the Council’s work frcqticntiy involves confidcmia! 
supervi.sory and sensitive information, the Council is committed to conducting its business as openiv and 
tratisparently as practicable. Consistent with the Council’s transparency policy, the Council opens its 
meetings to tlie public whenever pos.sible. The Council held a public session at two of its meetings in 2013. 

Approximately every two weeks, the CounciFs Deputies Committee, which is composed of senior 
representatives of Council members, convenes lo discuss the Couiicirs agenda and to coordinate and 
oversee tiie woik of the SRC and the five other functional committees. 'I'he other functional cominittees are 
organized around the CouuciTs ongoing statutory responsibilities: (1) identil'K aiion and consideration of 
nonbank financial companies for designation; (2) identification and consideratiort of F.ML’s and payment, 
clearing, and .seiilemeni activities for designat ion; (.3) making recommendations to primary financial 
regulatory agencies regarding heightened prudential siandard.s for financial firms; (4) consultation with the 
FDIC on 01..\ and review of the resohiiion plan requiremeuLs for designated nonhank fitiancia! firms and the 
largest BIICs; and (5) the collection of data and improsement of data-reporting standards. 

'I he ahiliiv lo share <laia among Council memlK*rs with ctmlidence that the data will be maintaiued securely 
is imporiani to the Council. To help accomplish this objective, the Councir.s Data Commiuee developed a 
fratnework that builds on e.xisiing standards and agreements to enable the secure sharing of data among 
Council member agencie.s. Each agency retains the discretion to determine how to apply the framework 
iniernaily, based on the unique nature of that agency’s organization or mission. 

In 201.3. the Couttcil adopted its fourth bttdgei. In adtliiion, the Council ftiifilled its obligations urKler the 
Freedom of Information Act (FOI.A) by responding to FOIA requests in accordance with the Council's FOI.A, 
regiilaiion, and complied with the Councils transparency policy by conducting ii.s business in an open and 
transparent manner whenever possible. 

6.5.5 Section 119 of the Dodd-Frank Act 

vSection 119 of ilie Dodd-Frank Act provide.s that the Cottncil may issue non-binding recommendations to 
member agencies on disputes about the agencies’ respective jurisdiction over a particular BHC, nonbank 
financial company, or financial activity or prcKluct. (Certain consumer protection matters, for which another 
dispute mechanism is provided under Title X of the .Act. are excludetl.) To date, no ineinber agency has 
approached the Council to resolve a dispute tinder Section 119. 
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Tile <'c>ii!icii. seeks l<vmaxij«i/e 
accoiiiii abiiiiy while also protecting the market-: ™ 
sensitive and coidickahial in formation; thatit-re'gui'di-lyV'ii: ' 
considers. Achieving this baUuice has been a pnoritv. e .. 
for the dotinci] situ'e its first meeiing in Octotier. 

2010. ivhen it aciopied its publicly available byiaWs and i 
transparency j.>ojicy. The Council opens its meetmgs ib,;.'; 
the public whenever possible and, will eohtfnuexQ seek ^ . 
oppc>rtunit.ies for public engagement. F<ii: exaihple, irt, ; : 
i>et'f;mhcr 20T1, 'fbr;the lirsi time, a represetVtam'e-frorh 
the private .sector, presented at. a public meeting of the; . ' 
Cdu'ucil. ■; .\V. 

I’he. Coiihcil.tiiideiii^.k.ad-eviewofits governaiice’^id:;;'- 
itahi'par.encj^.fJOiicies.indilO'iS and. early 2014 tphelp 
tdisut^e that the.se-}:>dlie.ie's t:emjiin appropriate. .The v:.:.-', 
reyiew.ihcitidedd;drisidet‘atidirdf.thc.pt‘actice.s, bfother:';;' 
organizations ■w!U',h similar strtictiures,. memberships, -or- V'' 
r'esp<)a'sibi:HfieS,as;rhe;;'Cdiiiic51y'A^;a:tesidi;;o,f this vvor^ 
.life,Cdd.nt:il;'iS.cdirsifi«ii.h}?;'se\T?i'iti;e.tdidiicements^ ' . 
d'ts:trai;tsj:)areiic.y'''pt>iicy;,and1)t:e.ddbptidn;pf;byi^ 
.its^Dt>ptities;.Cpiiiinitte'e;;Th'dse|eFfivrtS:'arev,inte!i 
by help' i;he;Cputic.|.ba'ch.ieyei;its igtSai'df 'ihaxi 
■ tdin.spii'rK.hc:y;tviidiacedutt;i;iabiltty» wh.jle:;cdh'd'nuirig' t:d; ; 
■i.>i.dtect;'t:htr;cy)iiHfl£’niiidity'dfsedsH:ivc;irilbftn:itipi>;'S<>ii3c. 
aif■th£vchal^ges'wduid^fci!d^tdi;7,^^:dr'ekpand^'dh;'exi8tiilg,■^ 
.'pi^'acticesd:)irtl'ie,T,i(iii:hcili:sihth.di.s'prx>yiding:pui)iic'r»btice;v 
^at,]east'.seveir;d.aykdief(>R*;a'll.,'t'‘egtdarly^schediiied;^ 
;itteec.ihg,yand;relc<isid'gyidh.:tef.siimihai-y:6f:die;t6 
Tlisaissed;itii:iii«(h:itelyi.afl:dr;<y<itdi:.tbeeting;-iiV;pjder.'v 
to pidvi(i<idte'jiublic.'With'ii':iiformittit)h'.:ai>ain:'C6ui 
procx'edings well tn: advance of the release of the official ■' 

lbe t)epti.lies Cdihtniltee.iiylaws.ivHiujtl. further ^ 

the p«.rpo5c^;dutibsi:arid.:cplhpo.sitjonp(■ ^he.cbm'ndtteei.'• ,' 

.ihfol■inati^h.ah0^,^t the. Council's gdvertiancc is available : ,; 

■at. WWW, fsdc.gdv;..■■■y^;'V.;'■■;'v, 




194 



F(Mn It i;il I'.iiK'fgiiig Threats 


7.1 Risk of Reliance Upon Short-Term 
Wholesale Funding 

The risk ol (ire sairs eoiitinttcs. lo be a major 
soiin c offiiiaoeial iti.siahihly in the Iri-pany 
repo market. TItis instability is pariicnlariy 
acute because of the large si/e of the iri-party 
repo market atul the potential vulnerability 
emanating from liquidity pressures that 
could force many investors to sell assets 
simultaneoiisiy. 

Repos and securities borrowing transactions 
provide a means for participants to enter 
into short sales and broker-dealers lo meet 
I lieir sen lenient obligations. The tri-party 
repo market is nsed by broke-r-dealers to 
fitiance tlicir sccurilics inventories aiul diem 
securities. .Funding in ihi.s market is primarily 
provided by MMFs, securiiies lenders, aitd 
other institutional cash investors such as 
mutual funds, insurance conipanie.s, corporate 
treasurers, and state and local govermnenl 
trea.surei's. 

I'hcte iii't? two ivf.tes of ftre-.sale risk: Pre- 
defaiili fire salcvs occur when a dealer begins 
to lose access to market sources of funding 
and must sell its securities tpiickly. Post-rlcfaull 
fir(>,sai<’.s occur when a dealer defanhs and ils 
investors rcc:eive ils repo collttieral in lien of 
cash repayment, and sell tliai collaleral in an 
uncoordinated and rapid manner. 

I..arge broker-dealers’ tri-party repo Ixtoks 
range between SlOO and $l.W billion. The 
collateral is mainly government securities, but 
the sire of these positions can dwarf the amount 
a single investor could expect to sell without 
pushing prices lower on a given day. The 
liquidation risk is even gretuer for less-liquid, 
lower (|ua!ity collaiera!, 


MMFs and securities lenders constittiie more than 
half of the investor base in tri-pariy repo. These 
firms are vulnerable to .same-day calls for liquidity, 
creating strong pressure to sell assets quickly 
if needed to generate that liquidity. MMFs can 
experience runs when perceived by shareholders to 
have worrisome risk exposures. Thi.s vulnerability 
was evident following the bankruptcy of Lehman 
Brothers, when investors withtlrew approximately 
$300 billion (10 percent of assets) from prime 
MMFs in a couple of days. Lenders of securiiies 
typically include mutual funds, peusitms. insurers, 
and other asset managers that own securities 
and can enhance returns by leiKliiig securitie.s. 
Because mo.si securities lending is done against 
cash collateral, securities fenders, or their agent 
often hold large pcmls of cash collateral, which they 
reinvest to eriiiance their return. .Most sectirities 
lending is done on an open maturity basis, which 
means that the lender of a security has to return the 
cash collateral as .soon as the borrower returns the 
security, and can face the need to generate lifpiidity 
quickly to make that return. 

Pre-iin.d po.si-del'auh fire sales require different 
ri.sk mitigants. Regulators of broker-dealers can 
examine firms to assess their management of 
rollover risk, the inaiurity of (heir repo books, 
their single-day cxinesmiraiions. and their capital 
and liquidity resource-s. But. no single regulator has 
an ability to impose a coordination mechanism to 
support or<lciiy liquidations across all inv estors in 
the market. Market participants will be critically 
important in defining a .solution to tliis coiletiive 
action problem. 

7.2 Developments in Financial Products, 
Services, and Business Practices 


The financial .system is constantly evolving. New 
products, service.s, and business practices arc being 
developed, and existing products are undergoing 
changes or being used in new ways oi' with greater 
frequency- The.se changes can occur for a variety 
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of reasons, inchiding improvements in technology 
that make new practices possible, new or changing 
regulations, and competition between financial 
institutions for customers. 

Financial evolution provides a number of benefits to 
the financial systotn. Investors and consumers gain 
access to new products. New products and services 
also may serve the need.s of financial institutions. 
Along with these benefits come new challenges 
to supervisors and regulators. For estample, as 
regulators institute new regulations, products or 
services are often developed that attempt to weaken 
the effectiveness of these regulations. In other 
cases, activities may move outside of the regulator)' 
perimeter or move from a heavily regulated entity 
to an entity that is less regulated. Still, other 
innovations may result in products or sen'ices where 
the interests of the provider are not aligned with the 
interests of the consumer. 

Wltile at times it is possible to evaluate the benefit.s 
of an innovation early on, more ©fieri than not it is 
difficult to determine whether an innovation will 
be beneficial to the financial system. As a result, 
authorities are confronted with the need to make a 
judgment about the poicniial net benefits ofa new 
practice. Because it is impo-ssible to foresee how even 
seemingly beneficial innovations will ultimately be 
utilized, that judgment can be veiw difficult. 

An example may shed some light on this difficult 
determination, CDS were introduced in the early 
1990s. CDS allow the buyers of the contracts to 
transfer the credit risk associated with fixed income 
products to the sellers of the contracts. The ability 
to sec a market price for the credit risk of a fixed 
income product was an important, positive change 
for financial markets, and when the market wiis 
relatively small, few questioned the product. The 
market grew and evolved until the notional value of 
CDS contracts outstanding was over $60 trillion in 
2007, and CDS were being written on increasingly 
complex structured products. Concerns arose 
about lack of transparency, flaws in record keeping, 
and the mi.sjuclgment of risk that some market 
participants appeared to have with respect to their 
CDS positions. Ultimately, some of these issues 


contributed to the problems that led to the federal 
bailout of AIG during the financial crisis. 

The changing land.scapc of the post-financial crisis 
world has fostered many innovations. What follows 
are examples of developments in products, services, 
and business practices that Cotincil member 
agencies are currently aware of and are monitoring 
so a.s to understand the potential benefits and risks. 
We list these in order to illustrate the many ways 
in which innovation i.s manifested in the current 
financial landscape and the need for Council 
member agencies to remain vigilant. 

• MSRs are increasingly being transferred 

to nonbank mortgage servicing companies. 
HTiile the CFPB and stale regulators have some 
authority over these companies, many of them 
are not currently subject to prudential standards 
such as capital, liquidity, or risk management 
oversight. Further, in many cases, mortgage 
investors' ability to collect on mortgages is 
dependent on a single mortgage sert'icing 
company, wlicre failure could have significant 
negative consequences for market participants, 

• Banks are building in optionaliiy to the money 
market instrumenus they issue to raise funding. 
Some instruments give im'e.stoi's the option 

to put paper back to the bank ahead of the 
maturity date. Others allow the bank to call the 
paper prior to its scheduled maturity. These 
options satisfy investors’ needs for liquidity, but 
they serve other purpose.s as well. For example, 
some institutions have been issuing debt with 
an embedded call option, despite the additional 
cost. The willingness to bear this cost appears to 
be driven by these institutions’ belief tliat they 
do not need to hold liquid assets against these 
liabiliue.s provided they call them 30 or more 
days prior to maturity. However, to the extent 
that this practice creates expectations of future 
callbacks, a deviation f rom this practice can 
be interpreted as a negative signal by market 
participants. 

• High demand for single-family rental properties 
and low' price-to-rent ratios appear to ha%’e 
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auracted new investors to die single-fainiK’ 
i'cmal [iropcriy market. Late la-Stycar, ihc first 
securitization of income from single-family 
rental properties was issued. However, since 
developments in this area are new. there is 
uncertaimy about how they will impact the 
tuMising finance market, renters, and investors. 

in the insurance indusiiw, life insurance 
companies have incrca.singly used affiliaied 
captive reinsurers to address perceived 
redundancies in statutory reserves, and for 
other reasons. However, some state insurance 
regulators have expressed concern about this 
practice and how it affects the overall reserve and 
capital levels of the company. 

Pension plans are transferring their exposuie to 
longe^'ily risk to the insurance imtuslry. In some 
instances, both the asset risk and the longevity 
risk are transferred to an insurance company. 

In other instances, pen.sion plans are keeping 
the a.sset ri,sk but transferring the longevity risk 
outright to the insurance inciusirs'. This business 
migration moves risk between spaces with 
different regulations. While this migration has 
the potential to provide significant benefits to 
pension plan participants as well as the insurance 
industry, it also has the potential of transferring 
.significant amounts of risk to the insurance 
inchistry. 

Some asset managers arc now providing 
indemnification to .securitie.s lenders as pan of 
their securities lending business. There are likely 
benefits for asset managers from combining 
indemnification provision with sfcnriiics lending, 
but there also is the potential for enhanced 
ri.sks. Unlike banks, asset nnmager.s are not 
required to set a.side capital when they provide 
indcinnificarion. .Also, although a.ssei managers 
have access to management ices, they do not 
have access to banks’ stable deposit funding 
ba.se. Con.scqucnily, the indemnification that 
asset managers pro\'ic!e may be a sotirce of stress 
on their own balance sheets, while at the same 
lime resulting in lower protection for the lendera 
relative to indemnities provided by banks. 


7.3 Risk-Taking Incentives of Large, 
Complex, Interconnected Financial 
Institutions 

Historically, when large, complex, interconnected 
financial institutions became cli.strcssed. the official 
sector often intervened to maintain financial 
stability. In the financial crisis of ‘iOOS, the official 
sector, including the Federal Reserve. Treasury, 
and FDIC, provided liquidity and solvency support 
to some of the largest U.S. financial institutions. 

Pa.st support can engender expectations c>f future 
support, and such expectations pro\ ide incentives 
for further increases in size, interconnectedness, 
and complexity. When market participants, 
including bond investors, uninsured depetsilors, and 
other counterparties, expect institutions to receive 
support, they will not cc>rrect!y price risk when 
lending to and transacting with these institutions. 
This will incentivize large institutions to take on 
exces.sive risk, and put j)re-ssure on competing firm.s 
to do likewise. 

The Dodd-Frank .^ct explicitly addresses and 
attempts to mitigate the incentives and abilities of 
large, complex, interconnected financial institutions 
to engage in exce.ssive risk-taking through a 
combination of policies. 

1. The Act limits the ability of the Federal Reserve 
to provide extraordinary support to individual 
institutions. 

2. The Act requires the Federal Reserve to adopt 
enlianced prudential standards for the largest 
B1 ICs and designated nonbank financial 
ccanpanies (see Section 6.1.1). The stringency 
of these requirements must increase with the 
size and complexity of the firm, In addition, the 
Dodd-Frank Act requires the Federal Reserve 
to impose a debwo-equity limit on companies 
the Council has determined pose a gra\e threat 
to financial stability. On February 18, 2014, the 
Federal Rctserw adopted final rules establishing 
enhanced prudential standards for large BHCls 
and FBOs. The final rule also requires a FBO 
with a significant U.S. presence to establish an 
intermediate iicrlding company orer its U.S. 
subsidiaries. The Federal Reserve is continuing 
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7.3,1 Level 3 Assets 

Percent As Of: 2013 Q4 Percent 



Leva! 3 ss»ete !K« assets vrftose fai> value cannot 
Source: FRBNY be MIcnnineOOy using ooservaoieinputs 


7.3.2 Connectedness 

Index As Of; 201 3 Q4 Index 



lo develop sitigle counterparty credit limits 
and early remediation requirements for both 
laiye BlICs and FBOs. 

3. Title I of the Act requires certain companies 
to develop and submit to the Federal Reserve 
and the FDiC their own plan for rapid and 
orderly resolution under the Bankruptcy 
Code in the e\ent they experieitce iitateriti! 
financial distress or failure. Title II ofthe 
.\ci authorizes the FDIC to rt;solve financial 
companies whose failure ;uu.l resolution 
under fnherwise applicable law would ha\e 
seriou.s adverse eiferts on I’-S. liriancial 
stability. The FDIC is developing a strategic 
approach, referred to as SFOE. to carry out 
its OI..\ for resolving a financial company. 

On December 10, 201.3. tlte FDIC Boarti 
appixned a P'edetal Register notice for piiblic 
comment that ptan ides greater detail on 
the SPOE strategy and discusses key issues 
that will be faced in a financial company's 
resolution (see Section 6.1.4). .Additionally, 
the Federal Reserve is cttnsiciering adopting 
a projxxsal that would require the large-si. 
most complex U.S. banking firms to 
maintain a minimum amount oflong-term 
unsecured debt outstanding ai the holding 
compan)' lei'cl. 

During 2013. the largest U..S, fmancial 
institutions continued to reduce their 
complexity. For example, they notv hold fewer 
assets where fair value measurenieiit is based on 
unobservable inputs (level .3 assets), one ofthe 
measures used to identify global systemically 
imporiani banks (Chart 7.3.1). Similarly, they 
continued to reduce their interconnectedness, 
as measured by the e.stimaicd size of die fire- 
sale externalities they would inipo.se on tlie 
rest of' the system if iliey were subject to an 
adverse shock to dieir assets or equity capital 
(Chart 7.3.2). Some of them increased their 
size further, htti at a slower pace than during 
the pre-crisis period. Additionally, since the 
passage ofthe Dodd-Frank Act. certain rating 
agencies liave lowered their assessmems of die 
likelihood of government support. Moody's 
assessment of the probability that a bank will 
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receive support from tlic official secior or 
the parent corporation in times of stress has 
<!ecline<i for most of the largest banks after the 
passage of Dodcl-Frank Act (Chart 7.3.3). Fitch’s 
assessment of the likelihood that a hank will 
receive support from the official sector in rimc.s 
of sti ess depicts a similar picture (Chart 7.3.4). 

However, both rating agencies are still of the 
opinion that there is some chance that the 
official senor will provide support lo the largest 
hanks if thev become rmancially distressed 

(Charts 7.3.3, 7.3.4). 

k is possible that these remaining expectations 
ofofficial secior supixjn relleci the incomplete 
state of Dodd-Frank Act implementation. 

To the extent that this is tiie case, the full 
implementation of the orderly resolution facility 
and the phasing in of enhanced prudential 
standards in coming years should help reduce 
remaining perceptions of govern met it support 
to large, comjdex, iiitevcontiected financial 
insiiiutions. 

7,4 Reliance upon Reference Rates as 
a Vulnerability 

As discussed in the CoutKil's 2013 annual 
I epon. the problems with USD LIBOR reflect 
several interrelated structural factors including 
the decline in unsecured interbank markets, 
the inceni;ive.s to manipulate rates subrnitietl 
to reference rate panels owing to the vast .scale 
of derivatives tied to the reference rate, and 
the dominance of instruments tied to LIBOR 
in terms of market liquidity. Reliance on USD 
LIBOR creace.s vulnerabi!iiie,s that could pose 
a threat to market integrity, the safety and 
soundness of individual financial institutions, 
and to U.S. finaiidal stability. First, a rcfcrcticc 
rate that is not anchored in observable 
transaction.s or that reiies overly on transactions 
in a relatively low-volume market increases 
the incentives and poieniia! for manipulative 
activity. Second, the current and prospective 
levels of aciivilv in unsecured interbank markets 
raise the risk that continued production of 
LIBOR might not be sustainable. The cessation 


7.3.3 Moody’S Systemic Support Uplift 

Notd^ As Of; Mar-2014 Notches 



JPMorgan 

V r Chase Bank 


: /' 

‘ Citiban.k I < \ 

/ ; 

^ ^ U.S Bank 


2007 2008 2009 2010 2011 2012 2013 2014 

NtSe* is 3S ihe piifcrffncc between MooO^ s tong-term 

Soiara’ Moody'S An^^tes. issiw rsing »ki UacOy's tunk Imzncifil strength r.iiing. whicit pretviac 
FR^Y calcuiations an estimate of Ste efteci at Knpitcti guarantees and etderna! support 


7.3.4 Filch Support Rating Floors 
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t)f such a heavily used-reference rate would pose 
substantial legal risks and could cause substantial 
disruptions to and uncertainties around the lai^e 
gross Hows of LIBOR-rclatcd payments and receipts 
between financial institutions. 

Manipulative Activity in interest Rate Benchmarks 
Since the Council’s 2013 annual report, the CFTC 
issued orders bringing and settling charges of 
manipulation, attempted manipulation, and 
false reporting against Rabobank and ICAP, an 
interdcaler liroker. In toial, five fmancia} insiitiuions 
have now settled with the CFTC over charges of 
benchmark interest rate manipulation, paying 
lines and penaliies of nearly $3 billion. Globally, 
penalties paid related to benchmark interest rate 
manipulation exceed $6 billion. 

Reform Efforts in Interest Rate Benchmarks 
Since ihe Council's 2018 arirmal report, official 
sector efforts to strengthen financial market 
benchmarks ha\e made substantial progress. 

The IOSCO Task Foi ce on financial market 
benchmarks publi.slied ii.s final report in July 2013 
establishing principles of governance, quality, and 
accountability for all financial benchmarks. IOSCO 
intends to review the extent to which benchmark 
administrators, within an !8-month timeframe, liave 
implemented the principles. 

In June 2013, the FSB established an Official Sector 
Steering Group (OSSG) comprised of relevant 
centra! banks and regulatory agencies including the 
Federal Reserve and CFTC. The OSSG was tasked 
with coordinating reviews of existing interest rate 
benchmarks, encouraging the ideniifitation of 
robust alternative benchmarks by the private sector, 
and proposing strategies for transitioning to a new 
benchmark. The OSSG is scheduled to provide its 
analysis and recommendations to the FSB in June 
2014. 

The OSSG's work has focused on LIBOR, the 
EURIBOR and the Tokyo Interbank Offered Rate 
(TIBOR). While .some alternative to these rates 
could include bank credit risk, other alternative 
rates would be largely risk-free and potentially more 
appropriate for use in derivatives transactions or 


other products where credit risk plays a smaller role. 
Using largely risk-free rates for these iransaciioiis 
would lower the ri.sks to financial insriluiions and 
to financial stability from a further decline in 
the unsecured interbank market, consistent with 
the Council’s recommendations. Separating the 
reference rate used for most derivatives from the 
interbank market would also remove one of the 
significant incentives to manipulate LIBOR and 
would allow some users to select a reference rate 
that is more appropriate for their purpose than the 
current system in which the vast majority of contracts 
reference LIBOR. 

Concerns about Other Reference Rates 
Since the Council's 2013 annua! report, concerns 
aliout other rmancial bent htnark.s, including 
swap rates and FX rates, base increased. These 
benchmarks are used for valuing numerous 
contracts and portfolios of assets. In various 
countries, agencies, including the Department of 
Justice in cooperation with U.S. financial regulators, 
have begun to investigate charges of manipulation 
of exchange rate benchmarks. Amhoriiies are also 
investigating charges of manipulation of ISD.\fix, 
a leading set of benchmarks for int,erest-raie-swap 
rates produced by the ISDA. 

These investigations .serve as a reminder of the 
prevalence of benchmark rates across financial 
markets and of their integral importance to the 
financial .sy.stem. IOSCO intends to review the extent 
to which its principles have been iinplernented 
across a wi<!e set of financial markets, In addition, 
the FSB ci'eaietl a subgroup to undertake a 
review of exchange rate benchmarks and market 
practices in relation to their use. Conclusions 
and recommendations from this review’ will be 
transmitted by the FSB to the G-20 in November 
2014. 

7.5 Financial System Vulnerability to 
Interest Rate Volatility 

The prolonged period of low interest rates and low 
volatility has led financial institutions and investors 
to search for yield. Low interest rates weigh on 
earnings of banks, credit unions, broker-dealers and 
insurance companies, thereby incenting companies 
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to seek higher-yieiding itivesiniencs. The ability of 
pension and retirement funds lo meet their long- 
term iiabililies is also under pressure, ineeniing 
them to seek more yield. 

Investors have responded to the low interest 
rate environment in different ways. Sotne have 
extended maturities or invested in lower-quality 
credit, or sought ways to furtlier enhance retunis 
with leverage. While some leveraged strategies and 
investment vehicles have nearly disappeared since 
the end of the iitiancial crisis, others have vvitnes.sed 
a large growth or resurgence. Among iixed income 
mutual funds, high yield and leveraged loan 
funds have experienced record inflows. In equity 
markets, agency mortgage REITs experienced 
suhstaminl inflows of funds in the years after ihe. 
crisis. Furthermore, hedge fund products such as 
risk parity fund.s — which hold a leveraged position 
in fixed income and ati nnlevercfl [losiiion in 
equities so as to achieve the same total volatility in 
each of those two asset; classes — have continued 
to be popular. Issuance of CI.Os is at record 
highs. Additionally, higher yields and stronger 
economic growth have fueled investments in EM 
bonds, pushing flows between 2009 and early 
2013 to record high levels. While each of these 
development, s is likely due to a range of factors, 
including the economic recovery ancl an increase in 
ri,sk appetite, low interest rates have probably played 
a role, 

Financial institutions also have responded to the 
low interest rate environnjent. Some banks have 
extended their portfolios’ durations, and eased 
their loan underwriting standards, discounting 
risk when setting interest rates, and reducing the 
incidence of covenants. Banks also have increased 
the volume of leveraged loans (see Section 5.1.1). 
Insurance companies have atljtisted their investment 
portfolios by moderately increasing the duration of 
their portfolio and investing in lower quality credit. 
MMFs also have modestly increased the duration of 
their fund portfolios (see Section 5.5.1) in order to 
obtain higher yields. 

Since the 2013 annual report, yields in fixcd-incomc 
markets increased significantly and volatility suited 
during the summer (see Box C). Duritig the May 


to September 2013 period, there was a significant 
repricing of long-duration fixed-income assets. 

The sharp rise in rates and volatility triggered 
losses across fixed income investment strategics 
and vehicles. Bond mutual funds experienced 
large outflows; the agenev- mortgage REIT share 
price index lost 25 percent; risk paritv' funds 
posted record losses; and iv.Ms’ financial a.s.scLs sold 
off broadly. While the rise in rates last year was 
large by historical standards, it did not create any 
disruptions to the intermediation function of the 
financial system, or more broa<ily to the banking 
and insurance sectors. However, investors did suffer 
sizeable losses. In addition, as explained in section 
5.1.4, the weakening in housing starts in the latter 
part of 2013 has largely been attributed to the rise in 
mortgage rates last year. 

Despite the relatively benign impact on financial 
stability of last year's inciea.se in long-term intere.st 
rates, a sharp increase in interest rate volatility still 
poses some potentially important threats to fittancial 
stability. The first threat is that a bigger interest- 
rate shock might still occur. While a larger shock Is 
less likely, given the normalization of rates that we 
have seen so far. it can certainly not be ruled out. 
Morctrt'er, the leveraged strategies highlighted above 
leave investors potentially exposed to sizable losses 
should ;i sharp jump in yields materialize, and such 
losses could force institutions to liquidate positions, 
pushing yields yet higher. 

A second concern with interest, rate volatility risk 
relates to the recent growth in floating rate loans 
and the loosening of underwriting standards. Since 
most leveraged lending is done with floating rate 
instruments and borrot\«rs have high levels of debt, 
a sharp rise in short term interest rates could also 
have significant adverse effects to these borrower.s’ 
credit risk and possibly their credit holders. In 
addition, since the crisis, some banks have combined 
floating rate lending with market-based pricing, 
whereby they tie loans’ credit spreads to borrowers' 
CDS spreads. This practice has the potential lo 
create an amplifying mechanism for interest-rate 
shocks that may nltimatcly have significant effects 
on borrowers’ credit risk and by extension on their 
creditors. 
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A continued kiw rate einironinent has addilionai 
risks. Ii win coniinuc lo drain earnings of financial 
in.siiniiiotis. Pension and reiirement funds 
iiislorically relied on rate of return assumptions 
based on earlier periods %vlten interest rates were 
between 5 anti 10 percent. Therefore, pension and 
reiirement liabilities that were based on assumptions 
cti'sut h higher remrns will reduce the earnings 
of these companies, as their assets will yield 
siibslantiallv less in a low-interest rale environment. 
For insurance companies, low rates affect 
policyliolder behavior in a way that reduces earnings. 
!n addition, low rales may make il difficult to sell 
new [solu'ies for some products at a profit. In Japan, 
a country iliat has experienced a prolonged period 
of low rates for nearly 25 years, a number of in.surers 
weni bankrupt, although hnv interest rates were only 
one comril'mting factor in a complex process. 

7,6 Operational Risks 

Cybersecurity: Vulnerabilities to Attacks on 
Financial Services 

C)'ber incidents can impact the confidentiality, 
integrity, and availability of the inft)rmaiion and 
teclinologies essential to the provision of services, 
resuhing in financial, compliance, ami reputation 
risk. Moreover, cyber incidents that disrupt, degrade, 
or impact the integrity and availability of critical 
linanciai infra.structure could have consttquenccs 
on operations and efficiejjcy. .Siicli incidents ciui 
undermine the confidence of con.si.init,trs and 
investors, and uliiinaiely, threaten the stability of the 
financial system. 

In the past two years, several fitiancial institutions 
sustained disti ibured tlenial-of-servicc attacks to 
their public-facing websites. The fretjuency of such 
incicle!it.s declined over much of 2013. Other types 
of cyber incidents have engendered public concern, 
in part because of their increasing magnitude. For 
instance, the recent theft of customer information at 
Target and other retailers showed how skilled cyber 
ihicvcs could gain access to significant amounts of 
credit and debit cardholder data. It also highlighted 
I he pofeniial risks po-'^etl bv the' financial sectors 
iniercoTinectedness wiili other major sectors of 
tlie economy. Indeed, cyber criminals exploited 
viilnerabililit'S at reriain litird-party and retailer 


IT networks in order to gain access lo cu.stomer 
information that could be used illegaiiy througiiouE 
the broader retail payment system. Similar attacks 
against other non-financial sector networks may 
contitme to pose thrca(.s to customers of finaiu ia! 
institutions. 

Mitigating die evolving cvher threats. e{recti\elv 
managing incidents, and promoting retxwcry elTorts 
are critical lo mainiaining pnlilic coniidcnrc and 
reducing financial risk, '{'licsc anions require a 
close parinersliip between the public and private 
sectors. In 2013. die Federal Financial institutions 
Examination (louncil established a cyber-reiated 
working group to review c\'bcr-rehued acii\ ilies. 
Financial institutions have been investing in ways 
to pniiccl their .svstems and infrastructure and 
to design their core information and transaction 
systems to make it harder for intruders to gtiin 
acce.s.s to valuable data. Financial services industry 
associations have similat h been focused on 
bolstering resilience. The Financial Servic.e.s Sector 
Coordinating Council, and the Financial Seiaaces 
Inlbnnaiion Sharing and Analysis Center are 
die private sector’s principal represeniaiives on 
cybcr-securhy matters. Over the last year, these 
two groups have coUtiborated witli the Treasury 
and members of regulatory, law enforcement., and 
intelligence comiininiiies to identify measures 
and best practices for disseminating timely and 
actionable information. 

The l’re.sideni'.s Executive Order 13636 on 
lm|)rovUig Critical lufrasiruciure Cyhersecurhy 
should help sirengthen lhc.se activities. Among 
its core provisions is the establishment of a new 
cvbersecvirit)’ framework to encourage jiris'ate 
institutions to strengtlien cyloersecurity practices a.s 
well as an expetliied process for oiiiaining security 
clearances so that qualified employees at tlic.se 
firms can gain access to sensitive information and 
technical assistance from the government. 

In addition, the Department of justice and the 
Federal Trade Commission in .April 201^1 released 
an antilru.si policy siatemeiu on the sharing of 
cybersecuritv infbnnation among industrv. wlsich is 
designed to reduce uiicertaintv for those who want 
to share ways to prevent and combat cyber .attacks. 
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The financial sccior is increasingly 
clepencleiu on many other industry sectors, 
including energy, transportation, and 
tclecomnuinications. As a result, a cyber 
event that disrupts or destroys any critical 
infrastructure organizations in these areas 
could have significant spillover t-ffcris on the 
financial sccior. 

Market Infrastructure and Market Continuity 

A number of'dirferenl operational issues 
affected the U.S. securities markets in 2013, 
including network coniieciivity and hardware 
I'ailures, software clmnges aiifi configuration 
nianageinent errors, and hitntan operational 
errors. These issues led to the .suspension of 
trading on the affected exchangc.s tor up to 
several hours, ilte disruption of trade and quote 
publication for stocks, the display of erroneous 
trading data, broken trades, the execution 
of expired orders, and the pubiiration of 
inaccurate quotes. Alibougli none of these 
incidents rose to the level of posing a threat to 
financial sial>ilily, they do serve a.s important 
remindei's of the need to address operational 
risks, Some notable events include: 

♦ On August 20. 201 3, an internal error in 
Goldman Sachs's trading systems caused the 
firm's lum-aciionable indications of interest 
in certain options symbols to be treated as 
actual orders to buy and sell options with 
unintended limit prices. These orders were 
sent to the options exchanges just prior 

to the opening of trading, Some of the 
resulting trades were cancelled according 
to the obvious error rules of the options 
excltanges. but Goldman Sachs took net 
Io.sses on the trades that were not cancelled. 

• On August 22, 2013, NASD.-\Q halted 
trading in all NASD.'\Q']istod securities for 
more than three hours afier the Unlisted 
Tradiiig Privileges Securitie.s liifonnation 
Proces.sor, the single source of consolidated 
market data for \asdaq-lisied securities, was 
unable to process quotes I'rom the exchanges 
for dissemination to the public. Once the 
halt was lifted, trading resumed and the 


markets held a normal end-c^f-day close for NASDAQ- 
listed securities. 

The importance of system integrity in highly 
interconnected markets is critical. When systems do 
not operate as intended, there are consequence.s for all 
market participants. Significant and frequent sv.stem 
failures that impact financkfl markets can jjotcmially 
erode investor confidence a?t<i may ihreaton niarkei 
stability. During 20J3 regulators took steps to address 
such infrastructure concerns as well a.s continue to 
address automated-trading system issues. In March 
2013. the SEC proposed Regulation .Systems Compliance 
and Integrity to strengthen the anlomated svsiems 
of important participants in the securities markets. 
Addiiionallv, in September 2013 the CFTC published 
‘‘Ca)ncepi Release on Risk Control.s and Sv siems 
Safeguards for Automated Trading Environments" which 
requested information about market practices relating 
to the use of automated trading systems and possible 
regulations that would have a direct impact on a wide 
variety of market participants. 

7.7 Foreign Economic and Financial 
Developments 

Foreign ri.sks can threaten U.S. firtancial stability and 
economic aeiiviiy. The nature of these risks has shifted 
over the past year wifh many EME.S experiencing 
considerable market stress, stemming from a number 
of domestic challenges and changes in expectations 
for U.S. monetary policy. E.MEs have generally stronger 
macroeconomic fundamentals and structural buffers 
compared to previous crisis periods. (China's ability to 
reform its economy while avoiding an abrupt .slowdown 
In growth remains critical for the global economy and 
EME.S in particular. In the past year, poiemiai risks in the 
euro area and Japan have declined. Still, the potential for 
negative shocks to die U.S. economy from strains abrt)ad 
retuain significant. 

There are a number of channels through which 
international developments could spill over to the U.S. 
economy and financial system. For example, weakness in 
loreign growth and asset prices may tran.slate into lower 
demand for U.S. exports, weighing on U..S. growth. In 
aggregate, EMEs import the largest shar e of U.S. goods 
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7.7,1 Destination of U.S. Exports of Goods tmd Services 


Percent AsOfi2013Q4 Percent 



Source: BEA, Hote Sum of exports from 2013 Ql to 2013 

Never Analytics CMasspercentofiotalUSexpoiis. 


7.7.2 Country Exposures of Ail U.S. Banks 





As Of: Sep-2013 




Exposure 

(Bieonrof 

USS) 

Office' TWal Exposure 
aaims Relative to 

laosM of Tiw 1 Capital 
us* /BKO-Xl 

Commitments 

Europe 

1666 

955 

513 

150% 

246 

• Euro area 

906 

701 

76 

60% 

134 

Japan 

377 

134 

225 

33% 

31 

Total EME 

786 

387 

378 

70% 

87 

- China 

66 

53 

33 

8% 

5 


Note: EME exposures exclucie firranosi center^s Euro area Ooes 
Source. FFfEC Coucttry not mduOs data la Cyprus. Estonia. Latvia. MaRa. or Sloverva. 
Exposure Report which are not puPItcly eva^aPie 


and service exports, with the largest insporters 
being Mexico and China, in addition to its 
direct trade ties to the Utiiied Slates. China 
also statuls out for it.s significant contribuiion lo 
global growth — roughly one-qnarter since 2010. 
Trade links with Japan and tlie euro area are 
.sizeable as well (Chart 7.7.1), 

Another channel for spillover i.s ihrongh 
U.S. bank,s' country exposures (Chart 7.7.2). 
Kxposure.s to EMEs totaled .S786 billion, 
including sovereign and private sector 
exposures, as of the third quarter 2013 
weighte<i toward private sector borrowers in 
invesunent-grade rated countrie.s. with the 
largest exposures to Brazil. Mexico. Korea. 
India, and Cliina. U.S. banks' total exposure 
to Europe i.s even greater at SI .7 iriliion. while 
Japanese cxpo.sure totals S377 billion. Indirect 
exposurc.s are also important; sotne European 
banking systems, including ones in the euro 
area periphery, have larger exposures to EMEs 
than do the U.S. banking system banks. 

Emerging Markets 

U.S. economic, and financial linkages with 
the emerging world in aggregate are sizeable, 
but links with any one country appear 
limited. Wltile EME) growth has decelerated 
in receiu years, and externa) vulnerabilities 
have increa.sed, risks ofa broad EME crisis 
appear contained. Past EME crises have often 
come in clusters, reflecting changes in tlie 
global environment, shared vulnerabilities, 
and common exien-nal funding sources. The 
downside i i.sk is that conditions deteriorate, 
reducing growth, which spurs further 
reduction.s in capital flows to EMs and incrt'ase.s 
global financial svrahts. 

In sonic countries, market confidence in the 
trajectory of domestic policy or politics has 
declined, conn iliuting to financial pressures. 
Additionally, there are sign.s of increasing 
vulnerability in the corporate sector in 
some EMK.S .strmniing from significant 
borrowing and dclerioralhig profnahiHiy 
in the context of weaker growth. However, 
the level of vulnerability across the EMEs 
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appears materially lower than in the run-up to 
past crisis episodes. This reflects improved policy 
frameworks, inchiding flexible exchange rate 
regimes, independent central banks, and generally 
lower levels of government indebtedness. Moreover, 
existing foreign reserves can cover years of mauiring 
debt in most EMEs, providing scope to ride out 
periods of increasing market volatility and reduced 
funding. Additionally, while foreign portfolio 
inflcnvs have surged since the global financial crisis, 
the relative importance of stable foreign direct 
investment Hows in EiMEs' external funding has 
also increased. Finally, EME banks generally have 
stronger capital and liquidity positions and are 
better managed and supervised than has historically 
been the ca.se. 

China 

Recent Chinese economic data suggest that activity 
is decelerating, in line with the government’s 
desire to slow credit expansion (see Section 4.4.2). 
Given the difficulty in achieving a wcli-tinied and 
calibrated rebalancing, authorities will encounter 
significant t'hallenges in their attempts to shift 
growth away from inefficient investment and 
exports towards consumption. Authorities also face 
a challenge in addressing liquidity risks and rapid 
growth in ofl-halancc .sheet liabilities in the financial 
.sector, which contributed to elevated volatility in the 
interbank money market in the second half of 2()1.'5. 
China i.s set to gvadiially undertake a host of difficnit 
structural reforms, such as interest rate and capital 
account liberalization. China’s strong external 
position, however, provides an important buffer 
against shocks. 

Euro Area 

Public .sector debt burdens, at the periphery, are 
projected to stabilize at high levels, leaving that part 
of the euro area vulnerable to policy setbacks, shifts 
in market sentiment, and eveniually, rising interest 
rates. The announcement of the ECB’s outright 
monetary transactions (OMT) program effectively 
served a.s a backstop to periplieral sovereign debt 
markets and contributed to the sharp reduction 
in peripheral spreads since June 2012. However, 
the OMT itself is now subject to some uncertainly 
following the decision by Germany’s constitutional 
court to refer its case on the program's legality to 


the European Court of Justice, indicating that it 
views the current program as non-compliani with 
the EU Treaty. 

Financial fragmentation within the euro area also 
persists. The ECB’s comprehensive assessment of 
the largest euro area banks will be an important test 
for the new regulatory and supervisory framework 
with implications for the credibility of the ECB 
and confidence in euro area'.s banks. Ensuring 
adequate credibility and transparency regarding 
methodology, risk exposures and results, given 
limited clarity regarding available national and 
regional backstops to address idemified capital 
shortfalls, will be important for the success of the 
exercise. 

7.8 Data Gaps and Data Quality 

More than five years after ihe financial crisi.s, 
regulators have made significant jirogress in 
addres.sing financial data gaps. Regulators collect 
real-time data from derivatives markets, detailed 
loan- and position-level financial data frorn banks, 
and data from MMFs and private funds. 

1 lowever, gaps remain in the data that are available, 
both to regulators and market participants. The 
Council remains concerned about the ri.sks of 
funding run^ and fire sales in wholesale funding 
markets. Council inembei's have highlighted 
weaknesses in the .scope and availability of data 
that are available to regulators concerned with 
monitoring these risks, particularly around repo 
and securities lending activities. U.S. banking 
regulators now have acce.ss to fairly detailed data 
on tri-party repo and GCF repo transactions 
through the two clearing banks that conduct all of 
the dome.stic matching and settlement activity and 
have this information for all of their customers. 
However, regulators and policymakers currently 
have no reliable, ongoing information on bilateral 
repo market activity, which is more difficult to 
collect because activity in this segment docs not flow 
through a settlement agent like tri-party and GCF 
repo transactions do. 
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There are similar data gaps regarding the securities 
icnding activUics of financial imiifuiions. Regulators 
are still unable to fully monitor securities lending 
transactions and the reinvestment of cash collateral. 
It is difficult to know the depth of securities lending 
it! a particular issue, the cotinierpariy exposures, or 
the number of times that an issue has been re-lent. 
The Dodd-Frank Act requires the SEC to adopt rules 
increiising the transpjirency of information abemt 
securities lending available to broker-tlealers and 
investors. 

Tile lack of data standards governing legal entities, 
instruments, and transactions continues to create 
rbalienges for (inandai ■inah'sis, risk niaaagenicnt, 
supervision, and finnnr ial stability monitoring. 

7 here has been important progress in rolling out 
the TEl io jiiecisely hleniify parties to financial 
transactions. Hoivever. more work remains. Working 
closely with Council member agencies, the OFR 
is tasked with promoting financial data standards 
and has taken a lead role in the rollout of the LEI. 
Although the mandating of the LEI in the CFTC's 
SDR rides initially spurred the implementation of 
the I., EL other regulators ha\e only recently begun 
to establi.sh the LEI in regulatory’ rept>rting and 
rulemakings. 

An important des-elopment in 2014 is the coniimred 
creation of SDRs and SBSDRs, which collect 
and maintain coiifidentiai infornialion aboni 
transaction.s and make those data available to 
regulators, ^•lov^'ever. under current rules the 
repoaiforis^s have .significant clisriTtion in hose 
they report the data. Without strong and common 
standards, the data collected by repositories are 
unlikely to bring the desired benefits to counterparty 
analysis and ftnandal stability monitoring. The 
(iFTC is workitig to itiiprove data quality and data 
standards in swaps data reporting with input from 
the OFR. However, some IJ.S. authorities’ access 
to tl:i(:se data remains a cltallenge due to legal anti 
other ob.siacles, 
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Abbreviations 

A8CP Asset-Badced Comtrorcy Paper 

ABS Asset-Backed Seojrifies 

APS AvaHaWe-for-Sde 

AfG American intematiofi^ Group 

AUM Assets UfKta" Maiagement 

BCR Backstop CajMtai Requireinente 

BHC Bank Holding Compaiy 

BoB Bank of England 

BoJ Bank of Japan 

CS I Commercial and Industrial 

CCAR Comprehensive Capital Analysis and Review 

CCP Central Counterparty 

COS Cret«l Default Swap 

CDs Certificates of Deposit 

CFPB Bureau of Consumer Financial Protection 

CFTC Commodify Futures Trading Commission 

CLO Collateralized Loan Obligation 

CMBS Commercial Mortgage-Backed Security 

CoVaR Conditional Value-at-Risk 

CP Commercial Paper 

CRE 


Commercial Beat Estate 
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CSP 

CotTJfniHt SecuriUzahftT Ptatform 

QFAST 

Dodd- Frank Act Stre^ Tests 

OTCC 

Deijository Trust aid Cfearing Corpwation 

OTl 

Debt-to- Income 

€CS 

Eorc^eai Gentrjy Bar(i 

EM 

Emerging Masi®t 

EME 

Emerging Market Ecwamy 

ETF 

Exchange-Traded Funds 

ETP 

Exchange-Traded Prwtuct 

EU 

European Union 

EUPiBOR 

Euro inteitartf Ottered Rate 

FASB 

Fhianciai Accounting Staniterds Brard 

FBO 

Fof^gn Bankir^ Organization 

FOiC 

Fed^l Deposit Insurance Corporation 

FHA 

Federal HoJising Administration 

FHFA 

Federal Housing Finance Agency 

FICO 

Fair Iseiac Corporation 

RO 

Federal Insurance Olfice 

FMU 

Financial Market Utilities 

FOW 

Freedom of Information Act 

FOMC 

Federal Open Mairct Committee 

FRSNY 

Federal Reserve Bank ot Mew Vtork 

FSB 

Financial StaWlity Board 

FSOC 

Financial StatelSy Overaght Cowc8 
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FX For^ Ew^nge 

G-20 TheGr(Mip(^T««nty 

GCF General Ctdlat^ FnsKS 

GOP Gross OotnesSc Product 

GSE Go\^wnent-^t^ed foteri»i^ 

G-SIFI Global S)^micaity Important nn^rcf^ tr^tution 

G-SII Global Systemlc^ly Important in^er 

HLA Higher loss Atjsorberrcy 

HUO U.S. Department ot Houang and Urban Development 

lAIS Intematicmal Ass«:latK)n of Insurance Supervisors 

lASB irmanational Accounting Standards Board 

ICS Insuraree Capital Standard 

IMF Intonations Monetary Fund 

IOSCO (nfernational Organization of Securities Coiwnissions 

ISOA tnternatiorral Swaps ^d Oerivalives Assodation 

JGB Japanese Government Bond 

LCR Liquidity Coverage Ratio 

LEI legal Entity identifier 

LIBOR LomJon Interttank Offered Rate 

MBS Mwtgage-Backed Securities 

MIOAS Mailtet ftifomiation Data Analytics System 

MMF Mwwy Market Fond 

MPG Mmte^ Policy CommiSee 

MSPs MajwSwapPatiicqants 
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MSR Mortgage Servkang K0lts 

NAiC National AssociatiCMi of ^laa^ree 0}mini^on6r^ 

NAV Net Asset \felue 

NF!B National Federatoi of ftKJependKit Businrases 

NiM Net friterest Margin 

OCC Office of the Cotnpfroiter of Sw Cutrency 

OFR Office of Financial fteseach 

OLA Orderly Liquidalion Authority 

OMT Outright Monct»'yTrffltsacfe)fts 

OSSG Offidal Swtor Steering Group 

OTC Over-the-Coimter 

P.'0 Pro[x»ty and Casualty freuraice 

PFMi Prtncipies for financial Market Infrastructures 

OM Qualifted Mixtgage 

ORM Quaiifi^ Residential Mortgage 

REIT Real Estate Inirestment Trusts 

Repo Repurchase Ayeements 

RESPA Real fctafe Settlement Procedures Act 

RMBS Resident!^ Mortgage-Backed Securities 

ROA Return wt Avwage Assets 

RWA Risk-Weighted Assets 

S&P Standard and Poor’s 

SBSDRs Security-Based Svrap Data Repositwiss 

SBSR Security-Based Swap Repwtmg 


CO 


psoc n 


tiia! Report 
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SDRs 

SEC Sf-CBiittes Kid Eu^t^e Commissi 

S£F SwapExecatloRFaSSes 

SES Sysl«snk:Ej^»dei3SHaiaii 

SLOOS ScnitifLGaoWfe»'(^«*n^v8ir 

SPO£ Single of Entey 

SRC Systemic Risk Commfttee 

TIBOR tetertsank Offered 

TILA Truth in Lending Act 

tl.S. GAAP Gwen^iy /teK^d Accounting Wnciples 

UMi UniQoe Mortgage Identificf 

UPB Un{^Bal8«CB 

USD U.S.Oo8ar 

VaR V8iW5-at-RSk 

VIX Cfiiraso Board Cations EitchangeVoIafilityfedex 

yVMP Weaiai-Managsment Praducts 


Atb' 
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Glossary-' 


Assfil-Backed Commetti^ Paper 
(ABCPj 

Asset-Backed Secarity (ABS) 

Available-for-Sale (AFS) 


Base Money 

Basel 111 Common Equity Tier 1 
ratio 

Bilaterai Repo 

Carry Trade 

Central Counterparty (CCP) 

Clearing Bank 


^wrt-term rteWthat has a mapjrity of up to 270 days and 

is badr^ by some asset, «ich as trade receivables, 
consume debt recd^es, scarifies, or auto and equipment loans 
or tea^s. 


A fixed income or other security tttat is collateralized by any type of 
seff-BqukJafing financier asset fiial allows the holder of the security 
to receive payments that depend primariiy on cash flows from the. 


An accounting term for debt and equity securifies that are 
arxounted fw at fair vedue on firms' balance sheets and are not 
classified as trading securities or as he!d-to-maturity seciirities. 
Changes in far v^ue for AFS securities are rKt^nized in 
stockhotdws' equity as part of accumulated ofiier comprehensive 
income. 

The sum of currency to circulation and reserve balances. 

A ratio which divides common equity ner 1 by Basel ll! risk- 
weighted assets. 

Bilateral repos are repos between two institutions where 
settlement typically occurs on a “delivery versus payment" basis, 
More specifically, the transfer of the collateral to the cash tender 
occurs simuitaneoudy with the transfer of the cash to the coilaleral 
provider. 

An investment strategy involving borrowing at low interest rates to 
purchase assets that yieiO higher returns. 

An entity that interposes itself between counteiparties to contracts 
traded in one or more financial markets, becoming the buyer to 
ev^y seller and the seller to every buyer and tiiereby ensuring the 
performance of open contracts. 

A BHC sdjafflary that facilitates payment and settlement of 
financial transactions, such as check clearing, or facilitates trades 
between toe sellers and buyers of securities or other financial 
instruments or contracts. 


Collateral 


Any asset i^edg«3 by a borrower to guarantee payment of a debt. 
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CoiSateraiized Loan OWigation 
(CLO) 

CoSiateraiized Mortgage O&iigaiton 
fCMO) 


Collateral Transformation 

Commercial Mortgage-Backed 
Security {CMBSj 

Commercial Paper {CP) 

Common Securifization Platform 
(CSP) 

Comprehensive Capital Analysis 
and Rewew (CCAR) 

Conditional Vatu8-at-Risk{CoVaR) 

Consumer Piice Index {W!) 

Convexity Event Risk 


Se(»ndzafion v^ictes Packed i^ormnanCy by commercial ioarrs. 


An otigath^ a bstfmiitey remote special purpose vehicle with 
cisns to ca^ frim a pocd of MSS. The streams of 

[vincip^ ami interest paymmits on the MSS underlying loans are 
(SstrUnited to die different classy CMO interests, known as 
tf^idies, acccH'r^ to a str>jcbff& Each tranche may have 
dift^mt (Kincipai bafances, couprm rates, (H'epayment risks, and 
maturity dates. 

In ^curtoes toning nt a ncm-cash collatera! basis, a party usually 
swaps. ^ ^poariy £»chaiges thdr lower quality assets, by 
postil^ them ^ ctAat^al for higher quality assets, such as 
Treasury secwi&s. 

A ^uiHy teat is collateralized by a po(^ of commercial mortgage 
loans and makes payments derived from the interest and principal 
payments rni the underiymg mOTtgage loans. 

Start-term {matefity of up to 270 days), unsecured corporate debt. 

A common securitization infrastructure between Freddie Mac and 
Fannie Mae for RMBS. 

An annual exercise by the Federal Reserve to ensure that 
institutions have r(*ust. forward-looking capita! j^anning 
processes that account for their unique risks and sufficient capita! 
to continue operations throughout times of economic and financial 
stress. 


The value-at-risk (VaR) of the financial system conditional cm 
institutions being in distress. 

A monthly index containing monthly data on changes to the prices 
paid by urban consumers for a representative basket of goods and 
services. 

Risk that an initial increase in long-term interest rates can be 
^gruficantly anptifled by many MBS investors acfivety hedging 
toe duration of their MBS. Conveidty events ctei result in rapid 
changes to icmg-temi interest rates, sbani increases in Interest 
rate volatility, and reduced liquidity in fixed toccmie markets. See 
Dwallon Hedging. 
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Credit Default Swap ^COS) 

Credit Rating Agency 


Debt-to-Incume (DTt) Ratio 
Defined Benefit (DB) Pl^ 

Defined Contribution (OC) Plan 

Distress Insurance Prei^um (DIP) 

Dotid-Frank Act Stress Tests 
(OFAST) 

Durafion 

Ourafion Hedgtng 

Euro Interbank Offered Rate 
(EURIBOR) 

Exchange Traded Product 'HP) 


A QKi&act in vidtkA (»» party agrees to make a payment 
to ttie rther party in tfie arent of a specified creiSt event, in 
one or more fixed payments. 

A (OTvate that evaluates fi<s credit guaiity of debt 
issu^ ^ well as fieir e^ed securities and provides ratings 
«r fire issuers ^ thr^ securities. Many credit rating agencies 
9 te Natiwially Reo^ni^ Statistical Rating Organizations, the 
tersest vsrtudi are RtiSj Brings, Moody's investors Service, and 
StandaRt & 

Tfte ratio of debt payments to income for a borroiver. 

A re&^eni plan fir w^icb the cost to the employer Is based on a 
^edetent^ied formula to calculate the amount of a participant's 
futiKe t^netit. fir OB plans, the investment nsk is borne by the pian 
sponsv. 

A retiremait plan in wNch tiie cost to the emptoyer is limited to the 
^ledfieti annual contribution. In DC plans, the investment risk is 
borne by the pfan partidpant 

A measure of systemic rak that integrates the characteristics of 
bank ^zc. default probability, and interconnectedness. 

Annual stress tests rcQuired by Dodd-Frank for national banks and 
federd savings associations with total consolidated assets of more 
than $10 billion. 

The sensitivity of the prices of bonds and other fixed-income 
securities to changes in the level of interest rates. 

A process of dynamically changing portfolio allocation to fixed 
income instruments— such as Treasury securities or futures, or 
interest rate swaps or sviraptions— so as to limit fluctuation of the 
portfolio interest rale duration. 

The rate at which Euro interbank tem deposits are offered by one 
prime bank to another prime bank witoin toe euro area. 

An investment fund whose shares are traded on an exchange. 
£TPs offer continuous pricing, unlike mutual funds which offer only 
end-of-day pricfiig. ETPs are often designed to track an index or a 
pwtlolio of assets. 
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Federal Funds Rate Tl* at wrtBdi d^w^oy iBstttutions lend balances 

to east otfia OTWtight. The FWAC sets a target level for the 

fMtea! tonds rate, awl the FRBNY then uses open market 
t^toraftHts to inttufttoe the ovK’uight fedwal funds rate to trade 
ar^Kl toe pt^icy fspet r^e w witom the target rate range- 

F!C0 Score A mej^reofalKSTGW«’’scfedifwcH'thin8ss based on the 

bWTWtef’s aerSt date; developed by Kb Far Isaac Corporation. 


Financial Market Infrastnjctufe 
(FMI) 




Financial Market Utility (FMU) 


Fire Sale 


Rscal Consolidation 


Fiscal Year 


Future 


Genera! Coilaftiral Finance (GCF) 



A entof^ participating financial institutions, 

induct toe cto^tc^ of toe system, used for the purposes of 
recoding, deartog, <g setting payments, seoirities, derivafives, 

(X otocr finandd tran^iificms. Under toe Dodd-Frank Act, certain 
FMis are rec»pnzed as f^Us. 

A Dodd-Frffl»k defined entity, which, subject to certain exclusions, 

Is “any person that manages or c^erates a multilateral system 
fw the purpose cd transtwring, clearing, cw setding payments, 
securtfies. orotoer finandat transacfions among financial 
institotions or between financial institutions and the person,” 

Tte disorderiy Hguidatton of assets to meet margin requirements 
or otoer urgent cadi needs. Such a sudden seitoff drives down 
prices, potentially beiow their intrinsic v^ue. when the quanfities to 
be sold are large relative to the tyiScai vdume of transactions. Fire 
sales can be self-reinforcing and lead to additional forced selling by 
some market participants that, subsequent to an initial fire sale and 
consequent decline in asset prices, may also need to meet margin 
Of other urgent cash needs. 

Changes in government policy pertaining to taxes and spending 
intended to reduce deficits and slow toe pace of debt accumulation, 

Any 12-mOTito accounting period. The fiscal year for the federal 
government begins on October l and ends on September 30 of toe 
following year; it is named after toe calendar year in vtoich it ends. 

A standardiied contract iraded over ewhanges to buy or sell an 
asset in toe future. 

An intenleater repo market in which toe Fixed income Clearing 
Cwiwafion plays toe rote of intraday CCP. Trades are netted at toe 
ml of each day emd settled at the trii^arty clearing banks. 
SeeTri-paftyR^. 
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Governmenl-Sponsored bJlerprise 

(GSE) 

Gross Domestic ProdwiJ ?GDP) 

Haircut 

Hfild-to-Maturity 

Home Eqully Line of Creifit 
(HELOC) 

High-Ouatity Liquid Asset 

HousehoW Debt Service Ratio 

Interest Rate Risk Management 

Interest Rate Swap 

Large-Scale Asset l^rditases 


Acnrpor^ dat a federal cfiarter authorized by law, but 
8»t is a private owned fiiteUKi^ institution. Examples include 
Ste Faecal NaKon^ Ass»:'etion (Fannie Mae) and the 

Fedei^ Hwne Iss) di^gage Coqxiratim (Freddie Mac). 

Tlie broa^ m^ano of ag^cgate economic activity, measuring 
tte to^l y^ue aii goods and services produced within a 
cwmtry's bord^ duit^ a ^>ecific period. 

11% ref^esented as a peimitage of par or market value, 

at whidt »i asset be (hedged as o^taterai For example, a 
SI JXIO.tNH) bold vntti a 5 percent haircut would collateralize a 
$930.0iM) t<m Ute purpose of a haircut is to provide a asliaterat 
margin for s S8(hired lender. 

/Ui accounting term for debt securities held in portfolio and 
t«c«fnted {«• at cost less any impairment, under the proviso that 
ft%com{«ny has r» intent to and it is more likely than not that 
d wdi h(dd those securities to matudty. 

A Rfie of credit extended to a homeowner that uses the home as 
cofiateraJ. 

Assets such as government bonds that are considered eligible as 
Hquidity buffers in Basel Ill's ICR. High-Quatity liquid assets should 
be liquid in markets during times of stress and, Ideally, be central 
bank eligible. 

An estimate of the ratio of debt payments to disposable personal 
income. Debt payments conast of the estimated required payments 
<m outstanding mortage and consumer debt. 

The management of the exposure of an individual's or an 
institution’s financial condition to movements in interest rates. 

A derivative contract in which two parties swap interest rate cash 
flows on 3 periodic basis, referencing a specified notional amount 
for a fixed term. Typically one party vnU pay a predetermined fixed 
rate while the other party will pay a short-term variable reference 
rate that resets at specified intervals. 

Purchases by the Federal Reserve of securities issued by the U.S. 
govemmenlorseainties i^ed or gua-anteed by government- 
sponsored agencies fmcludirrg Fannie Mae, Freddie Mac. Ginnie 
Mae, »«3 8te Federal Home Loan Banks) in the implementation of 
mcmeffflypotit^. 
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Legal Entity Iflenlider (LBJ 


Level 3 Assets 


Leveraged Buyout 


Leveraged Loan 


London tfiterCank Ofteratj Rate 
(LIBOR) 


Liquidity Cover^e Ratio (LCR) 


Loan-1o-Va!uQ Ratio 


Major Sscutity-Basod Swap 
Pafticipaitl 


MajfSf Swap Participant (MSP) 


Maturity Gap 


A 20-(^lt^fri)a-{Bimeric code comecte to reference 

intorm^wi flat ctear ^ iB^que ideiMcatton 

(Wnpiuites partieqatu^ in globtf fiisn^ marlcete. Ttie LQ 
system is deemed to many ftianctt stotHli^ objectives, 

ittdutSi^ niprwed r^ to firms; l»tter assessment 

al !T^ro(»iid^^ ato macaej^udenti^ ri^ tocfedrimr of orderly 
r^ution; conta’m^ of msket ^use and dnanci^ fraud; and 
provistm of sid mwe acoirate finandai data. 


Assets wt^ fav is based on um^servat^e 

inputs. 

An ac(]uisite» of a con^ffity Rr^Ked by a f^te equity 
CMbtoubon combtoto) vAb benmed fimds, wttb debt comprising a 
^gnifiesnt pofbtto of Hte f»rc!i3^ price. 


loctos extended to a borrower wdto already has sgrtificant amounts 
of d^t « wbcee deirt e itot rated tovsstnitott-grade by oerS t rating 
^eiKies. 

The toteiest rate at wtikA banks can borrow unsecured funds from 
c^r banks to LonAn wtioiesale money markets, as measured by 
daily surveys. Ttte (tobNshed rtoe is a tdmmed average of toe rates 
(Gained to toe sur^. 

A 8^1 Hi standard to ensure that a bank maintatos adequate 
unencumbered, Mrto-Quaiity liquid assets to meet Rs anticipated 
HqiHdity n^ 30-dtv horiton under a liquidity stress 
scotarto specitied by supervisors. 

The ratio toe amount of a loan to the value of the asset that 
toe loan funds, typicaliy expressed as a percentage. TM$ is a key 
metoc vtoen considering toe level of coHateralisaiion of a mortgage. 

A person that is not a securtty-bascd swap dealer and malntairts a 
substanhal position in security-based swaps, creates substantial 
counterparty exposure, or is a financtal entity that is Nighty 
leveraged arte not subject to federal banking capital rules. 

A person toat is not a swap dealer and maintains a substanhal 
{Kistdon in swaps. ikMs outstanding swaps that create substantial 
counterparty exposure, or is a teghty leveraged finant^ enbty 
which is not otherwise subject to capital requirements. 

The wtoghted-average lime to maturity of fictuicUd assets less toe 
weighted-avemge time to rrraturity of BabHIfies. 
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Money Market Mutual Fund 
(MMF) 

Mortgage Servicing Ccmipany 

Mortgage Servicing Rights (Mate) 
Mortgage-Backed SKurity (MBS) 

Municipal Bond 

Net Asset Value (NAV) 

Not Interest Margin {N!M) 

Open Market Operations 

Option 


Outright Monetary Trattsadjons 
(OMT) 


Over-th0-Counter(O1t) 


A type of mutucd furu! that knrests in shol-term, iiquid securities 
such as 0}v»Tim8Cit biUs, CDs, CP, or repos. 

A compai^ fliat acts as an ^nt for mortgage holders by cailecfing 
are) disWbuting nwtgage cadi tows. Mortgage servicers 
dso def^tts, modirnstioRS. setdements. foreclosure 
fHoceedings, and variais notiScations of borrowers and investors. 

The right to swvks and ratiect fees on a mortgage. 

ABS track«J by a poiS of mortgages. Investors in the security 
rec^ payments dewed from the interest and principal payments 
on the underiymg mortgages. This term typically applies to MBS 
is^ied w guaranteed by the GSEs; these securities can also be 
cay«3 "agmicy MBS.” 

A bemd issued S9 states, cibes. counties, local governmental 
agCTCi®. » certain nongovernment issuers to finance certain 
gen^ O! pr^ect-r^ated activities. 

An mvestment coiitoany's total assets minus its iota! liabilities. 

Net interc^ focome as percent of interest-earning assets. 

The purchase and sale of securities in the t^cti market by 3 central 
bank to implement monetay pi^icy, 

A financial contract granting the holder the right but not the 
obligation to engage in a future transaefion on an underlying 
security or real asset. The most basic examples are an equity call 
option, which provides the right but not the obligation to buy a 
block of shares at a fixed price (or a fixed period, and an equity put 
cation, which similarly grants the right to sell a block of shares. 

An EC6 program under which secondary market purchases of 
sovereign bonds can be made, with the aim of safeguarding 
awh’opriate monetary policy transmission and foe singleness of 
the monetary pc^icy. A necessary condition for OMT is a support 
agreement under which foe European Financiai Stability Facility or 
European Stability Mechanism program can make primary market 
purchases of srsrereign debt. Such an agreement would include a 
range of poTtcy conditiorts. 

A method of tratfing that does not invtrtve art organized exchange. 

In OTM mart^, p^'Bcipants trade dircetty on a bilateral basis, 
type^ foftfti^ vcsce or computer communication and often with 
certan standarefized documentation vrifo counterparty-dependent 
l«ms. 
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Prudential Regulafion 


Public Debt 


Purctiasirrg Managers Index 


Qualified Mortgage (QM) 


Qualified Residential Mor^e 
(QRM) 


Qualitative and Quantitative 
Easing 


Real Estate irtvestment Trust 
(REIT) 


Receiver 


Repurebase Agreement (Repo) 


R^idatXHt aim«] at enairir^ !tie »fe cDtd sound operation of 
insHtutiois, set both stete and federal authorities. 

/yi debt isstsd by Trea^ and die Fede?^ Financing Bank, 
indi^tg both hekd by the pubTic and debt held in 
(ntergovemmai^ accoints aicti as die Social Security Trust 
Funds. N(^ included is debt issued t^ government age.ncies other 
than the Derailment of die Treaajry. 

An iTHtec ba^ off a survey of mami^uring companies, which 
asis ques&His about new ordm, inventory levels, production, 
aippfiw detfvwiK and ttie emptoymeot enwronment. 

A mw^gc toan ttat meefe calm underwriting criteria 
anrKHinced by the CFTO. An originator of a QM is provided with 
(^tan protrodo(» horn borrows lawsuits alleging that the 
origmator ta^ to fuififl its duty under the Oodd-Frank Act to make 
a good faith and reasonable determinabon of the borrower's ability 
to repay the loan. 

A mwtgage loan that is exempt from the Oodd-Frank Act's 
securitization risk retention rule requiring securitization issuers to 
retan a portion of securibzed risk exposure in transactions that 
ttieyi^e. 

A fwogram introduced by the Bod in April 2013 to achieve the price 
slattliiy target of 2 percent in terms of die year-on-year rate of 
change In the CPI at the earliest possible time, with a time horizon 
of about two years. The program will double the monetary base 
and the amounts outstanding of JGBs as wcHI as ETFs in two years, 
and more than double the average remaining maturity of .iGB 
purchases. 

An operating company that manages income-producing real estate 
Of real estate-related assets. Certain RBTs also operate real estate 
properhes in which they invest. To qualify as a REIT, a company 
must have three-fourths of its assets and gross income connected 
to real estate investment and must distribute at least 90 percent 
of ils taxable income to sharehoiders annually in toe form of 
dnidends. 

A custoefian appointed to maximize the value of toe assets of a 
failed institution w company and to settle its iiabilities. 

The sale of a secairtty contomed with an agreement to repurchase 
toe seoHTty, or a sin^r seciHity, <hi a specified future date at a 
j^eancBiged price. A repo is a secured IWHjiog arrangement. 
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Residential Mortgage-Backed 
Security I'RMBS) 

Revolving Credit 

Risk-Based Cajstal 

Risk-Weighted Assets (RWA) 


Roltover Risk 

Run Risk 

Securities Irtformalton Processor 
Securities lending/Borrowing 

Securitization 


A s«3Jrity that is c(4!ateragz«l a pool of residential mortgage 
loans and mak^ jraynsents derived ftwn the interest and principal 
payn^its on trie imderi^ng mortgage loans. 

A lending arrangsiTOfrt«1wr^ a lender commits to provide a 
afmxmt ot fuwfing to a borrower on demand. Ttie borrower 
may genaidly draw tods and repay trie committed funding at any 
rime ov»' trie term of trie ^reement. 

^ amojnt of camial, based ai the rtsk-weigriting of various asset 
categoric, that a fin^dal insritutkm riirids to help protect against 
k^ses. 


A n^-based concept used as the dettominator of risk-based capital 
ratios icommtm equity tier 1, tier t risk-based, and total risk-based) 
with re^ffict to Basel cafHtal guidelines for banking organizations. 
Ttffi RWA is a wagrited total asset value calcuiated from assigned 
risk categryies modeled analyas. Broadly, total RWA are 
determined by calctSating RWA for market risk and operational risk, 
as awrlicaWe. cffid adding the sum of RWA for on-baiance sheet, 
off-balance S»et counferparfy, and other credit risks. Details vary, 
in part depending upon the versionfs) of Basel capital guidelines 
that may apply to trie banking organization. 

The risk that as an insHfution's debt nears rnaturlty. trie institution 
may not be able to refinance to exisBng debt or may have to 
refinance at less favorable terms. 

The risk that investors lose confidence in arr irrslifutlon— due to 
concerns about counicrparties, coilater^, solvency, or related 
issues— and respond by pulling back triiHr funding. 

A system that consolidates and disseminates equity prices. 

The temporary transfer of securities from one party to another for 
a specified fee and f^m, in exchange for coilateraf in hie form of 
cash Of securifies- 

A financial transaction in vrtiich assets stttri as mortgage loans are 
ported, securities representing interests in trie poo! are issued, and 
proceeds from to undertying pooled assets are used to service 
and repay securities issued via trie securitization. 
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Security-Based Swap Deafer 


Sfiorl-Term Wliofesale Rinding 

Sponsor-backed payment-in-kind 
(P!K) bond 

Swap 

Swap Data Repository (SDR) 


Swap Execution Facility <SEF) 

Swap Dealer 

Swap Future 

Systemic Expected Sfiortfail (SES) 

Swapfion 

nnual Ri-porl 


A person that t¥Ms itsdf art as a de^er m ^curity-based swaps. 
iR^(@ a malfei msecrslty-based swaps, regularly enters into 
^onlty-ba^ axintai»rties. a engages in any 

acdvi^ Ccui^ it to be known as a deafer a market maker in 
satfl1ty-5as«t a«ap^ dws not indude a perscm entering into 
sotortty-basa] swaps fa such persoi's own account. 

StKrt-tenn tontring tostnjmorto not covered by deposit insurance 
toat ae typic^ isafed to insdtudond investors. Examples include 
large checkOrte tmd time rtoposits, brokered CDs, CP, Federal 
Honto L(^ Bade brmowngs, and repos. 

A bond toaf conpoisatos the hdder with otoer bonds rather than 
cad). 

An exchange M flows with dehned tonus and over a fixed 

period, agre^ ipjn by two parties. A swap contract may reference 
tmderiying hnai^ products across various asset classes including 
intaest ratei, credit, equity, commodity, and FX. 

A person that cdiects and maintains informadon or records 
Witt re^ject to transactions or positions in, or the terms and 
conc^hons of. swaps entered into by third parties for the purpose 
of providing a centralized recordkeeping facility for swaps. In 
certain jurtsdictiois. SDRs are referred to as trade repositories. 

The Committee on Payment and Settlement Systems and IOSCO 
describes a trade repository as “an entity toat maintains a 
centralized electronic record (database) of fran»ction data." 

A term defined in the Dodd-Frank Act as a trading platform which 
market participants use to execute and trade sw^s by accepting 
bids and offers made by other participants. 

A person that holds itself out as a dealer in swaps, makes a 
market in swaps, regularly enters into swaps with counterparties, 
or engages in any activity causing It to be krtown as a dealer or 
market maker in swaps; does not inciude a person entering Into 
swaps tor such person’s own account 

A fotores ccmtract that mimics the ecofKwnic substance of a swap. 

A systemic risk indicator that estimates the extent to which the 
market value equity of a tirtanci^ hrm world be depleted by a 
deefine to equity prices. 

An ojtiffl) granting the right to enter into a swap. See Option and 
Swap. 
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Tri-Party Repo InfrastrucJitfe 
Retorm Task Force 


Tier 1 Capital 


Tier 1 Common 


Time Deposits 


Tri-Party Repo 


Underwriting Standarts 

Vaiu8-at-Risk (VaR) 


Wealth-Management Products 
(WMPs) 

Weighted-Average Life 

Weighted-Average Maturity 


Yield Curve 


A ta^ force fom^ in Septemt^ 2(H19 under tire auspices of the 
PaymKite Risk Committee, a isivate sector body sponsored by the 
RIBNY, T1» Task Rffce m«ntef^ip included representatives from 
(mihfNetsies of m^ltet partk^paite in the tri-party repo market, 
as as associahons. 


A measure ^ include crnnmon stock, preferred stock, arid 
r^imd earnings 


TiCT 1 c^stet less non-common elaTKnts. mciuding perpetual 
preterr^ stocic attd related airplus, mintx^ity interest in 
Kibstdiaries, {^erred securities and mandatory convertible 
pH^eferredseostties. 


Deports whkfi the d^tositor, generally, does not have the right to 
wthdraw telore a desipated maturity date without paying an early 
withdrawal pens^. A CO is a time deposit. 

A repo In which a dealog bank acts as third-party agent to provide 
coBateral managernem services atf to facartale the exchange of 
cash against collateral between the two counterparties. 

Twms. conditions, and criteria used to determine the extension of 
credit in the form of a loan or bond. 

A tool measuring the risk of portfolio losses. The VaR projects the 
probability and maximum eimected loss for a specIHc time period. 
For example, the VaR over 10 days and wltii 99 percent certainty 
measures the most one would expect to lose over a 10-day period, 
99 percent of the lime. 

Products sold to investors as higher-yielding alternatives to time 
deposits, WMPs are largely off-balance sheet investment vehicles 
offered by banks, trusts, and securities companies. 

A weighted average of the time to each prtrKipal payment [n a 
security. 

A weighted average of the time to maturity on ali mortgages in a 
mortgage-backed secairlty. 

A graphical representation of tite relationship between bond yields 
and their respective maturities. 
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Submitted by Chairman Hensarling 


Question 1: 

In order to designate a nonbank financial company as a systemically important financial 
institution (SIFI), the FSOC must determine that either (I) material financial distress at 
the nonbank financial company or (2) the nature, scope, size, scale, concentration, 
interconnectedness, or mix of the activities of the company could pose a threat to the 
financial stability of the United States. Although the Dodd-Frank Act also sets forth eleven 
factors that the FSOC must consider in designating SIFIs, the FSOC’s regulations and 
guidance have done little to give non-bank financial institutions notice of the standards that 
will be applied to them, whether they are likely to be designated as SIFIs, and what 
changes they could make in their structure and operations to avoid designation. The FSOC 
has not defined “systemic risk” or indicated what level of risk is sufficient to justify a non- 
bank firm’s designation as SIFI. Nor has the FSOC defined “interconnectedness” or 
explained how “interconnectedness” is to be measured. In May 2014, administrative law 
expert Eugene Scalia testified before the House Financial Services Committee that 
“[mjarket participants need fair notice of the legal standards that will be applied to them. 
Ultimately, constitutional due process requires this. (The] FSOC has failed to provide this 
notice to date.” 

• What steps is the FSOC taking to ensure that the criteria it uses to designate SIFIs 
are objective and clearly communicated to market participants to satisfy 
constitutional due process requirements? 

• What steps is the FSOC taking to ensure that the criteria it uses are objective and 
clearly stated in order to limit the FSOC’s discretion and avoid unnecessary 
subjectivity in its decisions? 

• What steps is the FSOC taking to ensure that the criteria it uses are objective and 
clearly stated in order to provide market participants with fair notice that their size 
or activities may subject them to heightened prudential standards and supervision 
by the Federal Reserve? 

• What steps is the FSOC taking to ensure that the criteria it uses are objective and 
clearly stated in order to provide market participants with adequate notice such 
that they can change their business models, activities, size, or structure in order to 
avoid designation as a SIFI? 

Answer: 

The Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act) establishes 
the standards for whether the FSOC may designate a nonbank financial company, and also 
includes a list of factors that the FSOC must consider in its designations. Under the statute, the 
FSOC may designate a nonbank financial company only if the FSOC determines that the firm’s 
material financial distress, or the nature, scope, size, scale, concentration, interconnectedness, or 
mix of the activities of the company, could pose a threat to U.S. financial stability. Factors the 
FSOC must consider include, among others, leverage, size, interconnectedness, and existing 
regulatory scrutiny. 
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In 2012, after soliciting public comment three separate times, the FSOC voluntarily published in 
the Federal Register a final rule and interpretive guidance regarding its nonbank designations 
process. These documents are also available on the FSOC’s website'. The guidance describes 
how the FSOC intends to apply the statutory standards and considerations and lists examples of 
the types of metrics that the FSOC would assess as part of its analysis. 

In light of the nature, size, and complexity of companies under consideration and as directed by 
the Dodd-Frank Act, the FSOC conducts its analysis on a company-specific basis in order to take 
into account the potential risks and mitigating factors unique to each company. 

Before the Council makes any proposed designation, a company under review has the 
opportunity to submit arguments and information as to why it should not be designated and has 
other extensive opportunities to engage with and provide information to staff of FSOC members 
and member agencies. In addition, if the FSOC makes a proposed designation regarding a 
nonbank financial company, it provides the company a detailed, company-specific explanation, 
setting forth the FSOC’s basis for the proposed designation. These company-specific bases can 
be hundreds of pages in length. Pursuant to the Dodd-Frank Act, any company subject to a 
proposed designation can request a hearing before the FSOC to contest the proposed 
determination and submit additional information in support of its piosition 

The FSOC has published explanations of the basis for each of its final designations of nonbank 
financial companies, available on its website. 

The FSOC has also published a set of frequently asked questions on the nonbank financial 
company designations process, available on its website. 

On November 20, 2014, the Government Accountability Office (GAO) released its findings from 
a year-long review of the Council’s nonbank designations process, which included an extensive 
review of public and nonpublic materials and interviews with member agencies, designated 
companies, and others. The report noted that the Council has followed its process, including the 
Council’s application of the analytic framework, and that companies that had been designated 
told GAO they were largely satisfied with the Council’s communication with them during the 
evaluation process. The report also highlights that member agency staff who contributed to 
company evaluations held a variety of roles and responsibilities across different agencies and 
contributed a range of expertise, including from the primary regulators, and that member agency 
officials generally indicated that their agency’s expertise was well utilized. 

In recent months, the FSOC has received a number of suggestions regarding its process for 
evaluating nonbank financial companies for potential designation. The FSOC is always 
interested in reviewing its processes, and has been engaged in efforts to seek input from 
stakeholders regarding potential changes to the process. As part of this most recent review, on 
February 4, 20 1 5, the FSOC adopted a number of changes to its process that include 
opportunities for engagement with companies earlier in the process. 


www.fsoc.gov 
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Question 2: 

Although an institution can appeal its designation if it disagrees with the FSOC's 
determination that it poses a systemic risk, the appeals process is not robust. The first 
appeal is to the FSOC itself - an appeal that seems meaningless, given that the institution is 
not appealing to an independent arbiter but to the same body that made the designation 
itself. The institution is effectively making an “appeal” to the same group of regulators 
that ruled against it and will naturally be predisposed to ratify, rather than reverse, their 
own prior judgment. The second appeal is to the courts, but that appeal also seems 
unavailing, for two reasons. First, because the FSOC has never set forth objective 
standards to guide its discretion, a court cannot effectively review the FSOC's 
designations — the court essentially must accept the FSOC’s judgment because there are no 
objective standards that the court can apply in reviewing the FSOC's determinations. 
Second, the institution will be inhibited from challenging the regulators’ judgment because 
if the institution loses, those same regulators will have an opportunity to seek their revenge 
against the institution in the supervisory process. 

• Given these substantial flaws in the appeals process, does the designation process 
really give institutions a meaningful opportunity to challenge their designations? 

• Given these flaws, should the FSOC or Congress establish an independent arbiter or 
ombudsmen to hear a designated company's initial appeal, rather than expecting 
that company to appeal to the same group of regulators that made the designation in 
the first place? 

Answer: 

Section 1 1 3 of the Dodd-Frank Act sets forth the standards by which the FSOC must evaluate a 
company under consideration for designation as well as the process for a company to appeal the 
FSOC’s determination. The nonbank designations process has been implemented consistently 
with the statutory requirements set forth by Congress, which provides companies under 
consideration significant opportunity to provide information and analyses relevant to the FSOC’s 
determinations. 

During its robust three-stage process described in its final rule and interpretive guidance, the 
FSOC evaluates whether a company meets these statutory standards for designation. This 
process includes extensive interaction with the company and concludes with a detailed, 
company-specific basis for designation. For example, for one of the companies that has been 
designated, the FSOC spent almost a year conducting its analysis after beginning its engagement 
with the company, and the FSOC considered more than 200 data submissions from the company 
that totaled over 6,000 pages. Staff of FSOC members and member agencies engaged with the 
company at least 20 times. The FSOC’s evaluation, which considered the company’s views and 
information, culminated in a detailed and lengthy analysis (over 200 pages) that the FSOC 
shared with the company following the proposed designation and before a vote on a final 
designation. 

Pursuant to the Dodd-Frank Act, any company subject to a proposed designation can request a 
hearing before the FSOC to contest the proposed determination. A company has a right to a 
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written hearing, in which it submits information and arguments to the FSOC. In addition, the 
FSOC has stated that it expects that it generally will grant a timely request for an oral hearing. 
For the two firms so far that have requested oral hearings, the FSOC granted their requests, and 
the FSOC heard directly from the companies’ representatives. The FSOC voluntarily published 
hearing procedures, which are available in the Federal Register and on the FSOC website, 
explaining the process for hearings. As part of its supplementary procedures related to nonbank 
financial company designations, the Council will also provide each company subject to a 
determination an opportunity for an oral hearing before the Council once every five years at 
which the company can contest the determination. 


Question 3: 

In your written testimony, you stated that “there has been continued progress towards 
achieving an international minimum standard that would allow national authorities in the 
majority of the world’s largest economies to wind down failing global banks without the 
use of taxpayer money.” You also stated that the FSOC “anticipates progress on a 
framework for cross-border cooperation in the future resolutions of global banks.” By 
contrast, in a May 2014 speech, Christine Lagarde, the Managing Director of the 
International Monetary Fund, decried the lack of an agreement on how to resolve large 
banks that operate across international borders, calling it a “gaping hole in the financial 
architecture right now.” Given that five years have passed since the financial crisis, the 
fact there is still no regime in place for the cross-border resolution of a large, complex 
financial institution is extremely troubling. What specific steps are you, as Secretary of the 
Treasuiy and the Chairman of the FSOC, taking to address this failure? What steps is the 
FSOC taking to address this failure? 

Answer: 

On November 10, 2014, the Financial Stability Board (FSB) issued for public consultation a 
proposal for a common international standard on total loss-absorbing capacity (TLAC) for global 
systemically important banks (G-SlBs). The TLAC standard reflects the collective 
determination of G-20 countries to help protect taxpayers from bearing the costs of a G-SIB’s 
failure. Building on our work to bolster bank capital and liquidity, this TLAC standard will help 
authorities resolve failing global banks in a more orderly manner. The United States encourages 
the FSB to finalize this important standard by the end of 2015. 

Treasury and U.S. regulatory agencies have made progress on international cooperation in cross- 
border resolution a high priority. For example, in December 2012, the Federal Deposit Insurance 
Corporation (FDIC) and the Bank of England published a Joint strategy paper for resolving 
globally active, systemically important financial institutions. In December 2013, 1 highlighted 
the need for home and host authorities to work out international arrangements that establish how 
home and host authorities will cooperate to wind down a globally active financial institution in 
an orderly way. In October 2014, U.S. and UK officials participated in an exercise designed to 
enhance understanding among the principals of these countries regarding G-SIB resolution 
strategies under U.S, and UK resolution regimes, aspects of those strategies requiring 
coordination between U.S. and UK authorities, and key challenges to the successful resolution of 
U.S. and UK G-SIBs. Participants included the heads of the Treasuries and leading financial 
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regulatory agencies from both countries. Treasury, along with U.S. regulatory agencies, will 
continue to work with our international counterparts to develop viable strategies for effectively 
resolving failing global banks without exposing U.S, taxpayers to losses. 


Question 4: 

The Financial Services Committee has held two hearings this year on the effects that the 
Voicker Rule will have on capital markets. It seems inevitable that the Voicker Rule will 
significantly reduce liquidity in the corporate bond market, which will make it more 
expensive for businesses to raise funds, which in turn will make it harder for these 
businesses to grow and create jobs. The Voicker Rule’s effect on liquidity in the corporate 
bond market is so troubling that this Committee has asked the regulators to report on the 
effect that the Voicker Rule is having on liquidity in the corporate bond market, but they 
have yet to do so. The Financial Times has reported that the Federal Reserve staff is 
concerned that the Voicker Rule will spark mass redemptions in the corporate bond 
market because investors are afraid that liquidity for these bonds will dry up. In fact, the 
Financial Times reported that the Fed staff is so concerned about this “fire sale” scenario 
that they have proposed that investors be required to pay an exit fee when they sell a 
corporate bond. 

• Is the FSOC be examining the threat to financial stability that the Voicker Rule 
poses — a risk that the Federal Reserve has identified and thinks is so real that it has 
proposed a solution that would force investors to hold bonds they don’t want? 

• Would the FSOC’s mission of maintaining financial stability be better served if the 
FSOC focused on real fire-sale risks, like that posed by the Voicker Rule, rather 
than speculative ones, like those identified in the OFR’s asset management report? 

Answer: 

The Voicker Rule is an important part of the Dodd-Frank Wall Street Reform and Consumer 
Protection Act and limits the ability of banks that have access to the federal safety net to make 
risky trading bets and invest in speculative funds with their own capital. Regulators were 
deliberate and thorough in drafting rules to implement the Voicker Rule, taking into account 
18,000 comments received on the proposed rule. Since issuing a final rule, the regulators have 
acted quickly to consider and address issues raised by affected institutions. The final rules 
became effective on April 1, 2014. 

Since that time, the Federal Reserve has granted several extensions of the conformance period 
for the final rules. 

The FSOC routinely monitors for potential threats to financial stability as part of its ongoing 
mission. To the extent that market developments or other macroeconomic factors result in a 
potential threat to financial stability, the FSOC would assess that threat, including as part of its 
annual report to Congress. 
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Question 5: 

In your testimony, you stated that the FSOC did not conduct a cost-benefit analysis in its 
designation decisions because the Dodd-Frank Act does not impose such a mandate on the 
FSOC. 


• Notwithstanding the lack of an explicit cost-benefit mandate in the Dodd-Frank Act, 
should the FSOC nonetheless consider the relative costs and benefits of heightened 
prudential standards and supervision by the Federal Reserve on designated non- 
bank financial institutions, financial markets, and the broader economy? If not, 
why not? 

• Should the Dodd-Frank Act be amended to require the FSOC to explicitly consider 
the costs that heightened prudential standards and supervision by the Federal 
Reserve will have on designated financial institutions, financial markets, and the 
broader economy relative to the benefits of these heightened standards and 
supervision by the Federal Reserve? If not, why not? 

Answer: 

The FSOC’s statutory authority to designate firms is distinct from the Federal Reserve’s 
subsequent responsibility to develop enhanced prudential standards for designated firms. The 
FSOC conducts an extensive analysis prior to any designation of a nonbank financial company, 
and with respect to the four companies that have been designated, the Council determined that 
the material financial distress of each company could pose a threat to U.S. financial stability. 

The Federal Reserve is responsible for establishing the enhanced prudential standards to which 
designated companies will be subject. The Federal Reserve may consider the capital structure, 
riskiness, complexity, financial activities, size, and other risk-related factors in prescribing 
enhanced prudential standards for companies designated by the FSOC. 


Question 6: 

The FSOC SIFI designation process is incomplete. It gives extraordinary weight to the 
possible harm that might result if a financial institution fails, but it does not require the 
FSOC to assess the likelihood of that failure, or the effectiveness of the existing regulatory 
regimes in preventing that failure. Moreover, it does not require the FSOC to consider the 
costs that designation will have on the designated financial institutions, on the financial 
system, or on the economy. 

• Should the FSOC be required to conduct an explicit cost-benefit analysis as part of 
the designation process? 

• And if the supposed benefit is avoiding failure, shouldn't the FSOC be required to 
discount that benefit by the probability of that failure occurring? 

Answer: 

Under the Dodd-Frank Act, the FSOC may designate a nonbank financial company only if the 
FSOC determines that the firm’s material financial distress, or the nature, scope, size, scale, 
concentration, interconnectedness, or mix of the activities of the company, could pose a threat to 
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U.S. financial stability. Factors the FSOC must consider include, among others, leverage, size, 
interconnectedness, and existing regulatory scrutiny. 

The FSOC’s statutory authority to designate firms is distinct from the Federal Reserve’s 
subsequent responsibility to develop enhanced prudential standards for designated firms. The 
FSOC conducts an extensive analysis prior to any designation of a nonbank financial company, 
and with respect to the four companies that have been designated, consistent with the standard 
set forth in the Dodd-Frank Act, the Council determined that the material financial distress of 
each of those companies could pose a threat to U.S. financial stability. The Federal Reserve is 
responsible for establishing the enhanced prudential standards to which designated companies 
will be subject. The Federal Reserve may consider the capital structure, riskiness, complexity, 
financial activities, size, and other risk-related factors in prescribing enhanced prudential 
standards for companies designated by the FSOC. 


Question 7: 

The FSOC is dominated by the heads of the bank regulatory agencies — ^the Chairman of 
the Federal Reserve, the Comptroller of the Currency, the Chairman of the National 
Credit Union Administration, and the Chairman of the Federal Deposit Insurance 
Corporation. Not surprisingly, these regulators have a “bank-centric” view of the world. 

• Why should the expertise and judgment of bank and credit union regulators be 
substituted for that of the SEC in the case of asset managers or state insurance 
regulators in the case of insurance companies when determining how these firms 
should be regulated? 

Answer: 

The FSOC is composed of 1 5 members that act as one body to fulfill its statutory 
responsibilities. Except for the vote of the Chairperson in certain instances required by statute, 
llie vote of each of the FSOC’s 10 voting members counts equally. Before the creation of the 
FSOC, no agency had responsibility for identifying and responding to potential risks to financial 
stability. Based on the lessons from the financial crisis, the FSOC w'as established by the Dodd- 
Frank Act with a clear statutory mission to identify potential risks to the financial stability of the 
United States, to promote market discipline, and to respond to emerging threats to the stability of 
the U.S. financial system. When the FSOC identifies potential risks within the existing 
jurisdiction of a regulator, the regulator is often best positioned to take action to mitigate those 
risks, and the FSOC works closely with all the federal financial regulators. At the same time, the 
FSOC has the unique statutory responsibility under the Dodd-Frank Act to look across the 
financial system and to prevent risks to financial stability from slipping through the cracks. 

As SEC Chair Mary Jo White noted on December 1 1, 2014, “truly tackling systemic risk in any 
area, obviously, demands a broader program than one agency can execute. Systemic risks cannot 
be addressed alone - they are, after all, ‘systemic.’ Risks that could cascade through our 
financial system could have an impact on a range of market participants, many of which we do 
not oversee. The Financial Stability Oversight Council (FSOC) is an important forum for 
studying and identifying systemic risks across different markets and market participants.” 
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With respect to the FSOC’s evaluations of nonbank financial companies for potential 
designation, members with expertise relevant to a particular company often provide important 
insights, and they work together with other FSOC members to reach decisions regarding 
designations. As the GAO found in its recent report on the designations process, all of the voting 
and non- voting members of the FSOC can participate in the evaluation of all nonbank financial 
companies. The report also highlights that member agency staff who contributed to company 
evaluations held a variety of roles and responsibilities across different agencies and contributed a 
range of expertise, including from the primary regulators, and that member agency officials 
generally indicated that their agency’s expertise was well utilized. Analytical teams composed 
of staff of FSOC members and member agencies work closely with each company under review. 
These analyses are guided by the FSOC’s Deputies Committee and Nonbank Financial Company 
Designations Committee, both of which include representatives of all the FSOC members. 
Ultimately, proposed and final designations are made by the affirmative vote of at least two- 
thirds of the voting members of the FSOC then serving. 


Question 8: 

Under the Dodd-Frank Act, only the heads of the financial regulatory agencies are FSOC 
Members — the other Commissioners or Board Members of the agencies are not FSOC 
Members. In fact, the FSOC has refused to allow SEC Commissioners to attend FSOC 
meetings, even though the Federal Reserve is allowed to seat not only its Chair but another 
Governor and the President of the New York Federal Reserve Bank. Why has the FSOC 
accorded special privileges to the Federal Reserve on the FSOC? 

Answer: 

By statute, FSOC is a body of 1 5 specific members. Aside from public meetings, attendance at 
FSOC meetings is generally limited to FSOC members designated by statute plus one additional 
individual from their agencies. Our practice is to defer to individual FSOC members as to who 
accompanies them to meetings. Generally, FSOC members have chosen members of their staffs 
as their “plus one.” 


Question 9: 

Mutual funds and insurance companies are among the most heavily regulated participants 
in the financial services industry. Yet the Office of Financial Research’s Asset 
Management Report largely ignored the extensive regulation of mutual funds and focused 
on dozens of hypotheticals about remote risks that arc extremely unlikely ever to happen. 
The FSOC’s designation of Prudential also gave short shrift to the extensive regulation of 
insurance companies by state insurance commissioners that already exists. The Oodd- 
Frank Act requires the FSOC to consider the extent to which an industry is already 
regulated when it designates SIFIs. Yet there is no evidence that this analysis was 
conducted before Prudential received its designation. 
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• Should the FSOC be required to demonstrate how and where the current set of 
regulations has come up short before it designates an institution for heighted 
prudential supervision? 

• Should the FSOC be required to demonstrate how supervision by the Federal 
Reserve would be an improvement over the current regulatory regime, given the 
Fed’s failures in supervising bank-holding companies in the run-up to the financial 
crisis? 

Answer: 

Under the Dodd-Frank Act, if the FSOC detemiines that a nonbank financial company’s material 
financial distress, or the nature, scope, size, scale, concentration, interconnectedness, or mix of 
the activities of the company, could pose a threat to U.S. financial stability, the FSOC may 
designate the company for consolidated supervision by the Federal Reserve and enhanced 
prudential standards. Factors the FSOC must consider include, among others, the company’s 
leverage, size, interconnectedness, and existing regulatory scrutiny. 

As required by the Dodd-Frank Act, the FSOC consults with the primary financial regulatory 
agency, if any, for each nonbank financial company or subsidiary of a nonbank financial 
company that is being considered for designation, before the FSOC makes any final designation. 

The FSOC’s statutory authority to designate firms is distinct from the Federal Reserve’s 
subsequent responsibility to develop enhanced prudential standards for designated firms. For 
companies that the FSOC has designated, the Federal Reserve is responsible for establishing the 
enhanced prudential standards to which designated companies will be subject. The Federal 
Reserve may consider the capital structure, riskiness, complexity, financial activities, size, and 
other risk-related factors in prescribing enhanced prudential standards for companies designated 
by the FSOC. 


Question 10: 

In May, former Assistant Secretary Treasury Michael Barr testified before the Committee 
that we should not be overly concerned about the qualifications of agency heads to vote on 
regulatory matters that they had neither the expertise nor the experience to opine upon 
because these agency heads “were confirmed by the Senate.” 

• Does the bare fact of Senate confirmation qualify the Chair of the NCUA or the 
Director of the FHFA to opine on the regulation of mutual funds? 

• Does Senate confirmation alone make the Fed Chair an expert on insurance 
regulation? 

• If Senate confirmation is sufficient, doesn’t that mean that the other agency 
members should also be allowed to participate in the designation process, given that 
they too were confirmed by the Senate? 
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Answer: 

The FSOC is composed of 1 5 members that act as one body to fulfill its statutory responsibility. 
Except for the vote of the Chairperson in certain instances required by statute, the vote of each of 
the FSOC’s 10 voting members counts equally. Before the creation of the FSOC, no agency had 
responsibility for identifying and responding to potential risks to financial stability. Based on the 
lessons from the financial crisis, the FSOC was established by the Dodd-Frank Act with a clear 
statutory mission to identify potential risks to the financial stability of the United States, to 
promote market discipline, and to respond to emerging threats to the stability of the U.S. 
financial system. When the FSOC identifies potential risks within the existing jurisdiction of a 
regulator, the regulator is often best positioned to take action to mitigate those risks, and the 
FSOC works closely with all the federal financial regulators. At the same time, the FSOC has 
the unique statutory responsibility under the Dodd-Frank Act to look across the financial system 
and to prevent risks to financial stability from slipping through the cracks. The participation on 
the FSOC by regulators of diverse parts of the financial system strengthens the FSOC and helps 
ensure that risks do not slip through the cracks. 


Question 11: 

Roy Woodall, the FSOC Member with Insurance Expertise, dissented from the FSOC’s 
decision to designate Prudential as a SIFI. In his dissent, he said that the FSOC’s analysis 
relied on “scenarios antithetical to a fundamental and seasoned understanding of the 
business of insurance and the insurance regulatory environment.” 

• Should the FSOC show greater deference to an industry's primary regulators in 
making designation decisions about firms in the primary regulator’s jurisdiction? 

• Should the opinion of a regulator who has little experience in a particular industry 
be given the same weight as that of the primary regulator? 

• Should the vote of the chair of the Commodity Futures Trading Commission count 
as much as that of the Member with Insurance Expertise when designating an 
insurance company? 

Answer: 

The FSOC is composed of 15 members that act as one body to fulfill its statutory responsibility. 
Except for the vote of the Chairperson in certain instances required by statute, the vote of each of 
the FSOC’s 10 voting members counts equally. Before the creation of the FSOC, no agency had 
responsibility for identifying and responding to potential risks to financial stability. Based on the 
lessons from the financial crisis, the FSOC was established by the Dodd-Frank Act with a clear 
statutory mission to identify potential risks to the financial stability of the United States, to 
promote market discipline, and to respond to emerging threats to the stability of the U.S. 
financial system. When the FSOC identifies potential risks within the existing jurisdiction of a 
regulator, the regulator is often best positioned to take action to mitigate those risks, and the 
FSOC works closely with all the federal financial regulators. At the same time, the FSOC has 
the unique statutory responsibility under the Dodd-Frank Act to look across the financial system 
and to prevent risks to financial stability from slipping through the cracks. 
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As SEC Chair Mary Jo White noted on December 1 1, 2014, “truly tackling systemic risk in any 
area, obviously, demands a broader program than one agency can execute. Systemic risks cannot 
be addressed alone - they are, after all, ‘systemic.’ Risks that could cascade through our 
financial system could have an impact on a range of market participants, many of which we do 
not oversee. The Financial Stability Oversight Council (FSOC) is an important forum for 
studying and identifying systemic risks across different markets and market participants.” 

With respect to the FSOC’s evaluations of nonbank financial companies for potential 
designation, members with expertise relevant to a particular company often provide important 
insights, and they work together with other FSOC members to reach decisions regarding 
designations. As the GAO found in its recent report on the designations process, all of the voting 
and non-voting members of the FSOC can participate in the evaluation of all nonbank financial 
companies. The report also highlights that member agency staff who contributed to company 
evaluations held a variety of roles and responsibilities across different agencies and contributed a 
range of expertise, including from the primary regulators, and that member agency officials 
generally indicated that their agency’s expertise was well utilized. Analytical teams composed 
of staff of FSOC members and member agencies work closely with each company under review 
in Stage 3. These analyses are guided by the FSOC’s Deputies Committee and Nonbank 
Financial Company Designations Committee, both of which include representatives of all the 
FSOC members. Ultimately, proposed and final designations are made by the affirmative vote of 
at least two-thirds of the voting members of the FSOC then serving. 

As required by the Dodd-Frank Act, the FSOC consults with the primary financial regulatory 
agency, if any, for each nonbank financial company or subsidiary of a nonbank financial 
company that is being considered for designation, before the FSOC makes any final designation, 
and also considers the degree to which the company is already regulated by a primary regulator. 

In addition, the FSOC may consider in Stage 2 of its analysis information available from the 
company’s primary financial regulatory agency or home country supervisor, as appropriate. The 
FSOC’s interpretive guidance notes that as part of that process, the FSOC intends to consult with 
the primary financial regulatory agency, if any, of each significant subsidiary of the nonbank 
financial company, to the extent the FSOC deems appropriate. For example, for the three 
insurance companies that the FSOC has designated, the FSOC consulted with multiple state 
insurance regulators of the companies’ insurance subsidiaries. 


Question 12: 

Last May, administrative law expert Eugene Scalia testified before this Committee that one 
of the problems with the FSOC’s designation of Prudential was that it relied on 
“unsubstantiated conjecture; a subjective, standardless notion of excessive risk; and 
repeated disregard ... for the existing system of insurance regulation by the states.” 

• How can the FSOC fix these flaws in its designation process? 

• Should Congress rewrite the statute to require the FSOC to consider not only the 
consequences of failure but the likelihood of failure as well, rather than allowing the 
FSOC to base its designation decisions on extremely unlikely and purely speculative 
scenarios, as it did in the Prudential case? 
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• Should Congress rewrite the statute so that the FSOC must do more than simply 
consider the extent to which an institution is regulated? 

• Should Congress require the FSOC to make an affirmative determination that the 
current regulatory regime governing a prospective non-bank SIFI is defective? 

Answer: 

Under the Dodd-Frank Act, if the FSOC determines that a nonbank financial company’s material 
financial distress, or the nature, scope, size, scale, concentration, interconnectedness, or mix of 
the activities of the company, could pose a threat to U.S. financial stability, the FSOC may 
designate the company for consolidated supervision by the Federal Reserve and enhanced 
prudential standards. Factors the FSOC must consider include, among others, the company’s 
leverage, size, interconnectedness, and existing regulatory scrutiny. 

As required by section 1 13 of the Dodd-Frank Act, the FSOC considers the degree to which a 
company under review for potential designation is already regulated by a primary regulator. For 
the three insurance organizations that the FSOC has designated, the FSOC consulted with 
multiple state insurance regulators of the companies’ insurance subsidiaries before making its 
final determination. 

In light of the nature, size, and complexity of companies under consideration and as directed by 
the Dodd-Frank Act, the FSOC conducts its analysis on a company-specific basis in order to take 
into account the potential risks and mitigating factors unique to each company. 

Before the Council makes any proposed designation, a company under review has the 
opportunity to submit arguments and information as to why it should not be designated and has 
other extensive opportunities to engage with and provide information to staff of FSOC members 
and member agencies. In addition, if the FSOC makes a proposed designation regarding a 
nonbank financial company, it provides the company a detailed, company-specific explanation, 
setting forth the FSOC’s basis for the proposed designation. These company-specific bases can 
be hundreds of pages in length. Pursuant to the Dodd-Frank Act, any company subject to a 
proposed designation can request a hearing before the FSOC to contest the proposed 
determination and submit additional information in support of its position. 

The FSOC has published the public basis for each of its final designations of nonbank financial 
companies on its website. The FSOC has also published a set of frequently asked questions on 
the nonbank financial company designations process, available on its website. 

On November 20, 2014, the Government Accountability Office (GAO) released its findings from 
a year-long review of the Council’s nonbank designations process, which included an extensive 
review of public and nonpublic materials and interviews with member agencies, designated 
companies, and others. The report noted that the Council has followed its process, including 
through the Council’s application of the analytic framework, and that companies that had been 
designated told GAO they were largely satisfied with tlie Council’s communication with them 
during the evaluation process. The report also states that member agency staff who contributed 
to company evaluations held a variety of roles and responsibilities across different agencies and 
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contributed a range of expertise, including from the primary regulators, and that member agency 
officials generally indicated that their agency’s expertise was well utilized. 


Question 13: 

In its efforts to build a case that asset managers can pose a risk to iinanciai stability, the 
FSOC directed the Office of Financial Research to study the asset management industry 
and issue a report. The OFR is not an independent agency, but an office within the 
Treasury Department that exists to do the FSOC’s bidding. In fact, the OFR seems to be a 
captive agency, whose only purpose is to torture the data to support conclusions that the 
FSOC has already made. 

• Given that the OFR exists as an arm of the Treasury Department, can it be expected 
to generate unbiased, objective research to support FSOC designations? 

• Is that kind of research better done by the independent agencies? 

Answer: 

The FSOC asked the OFR to study potential threats to financial stability presented by the 
activities of asset managers, but did not preconceive of or direct any particular outcome. The 
OFR published its report after extensive collaboration with experts from other FSOC member 
agencies. The study made no recommendations concerning what policy actions, if any, the 
Council should take. 

Before the financial crisis, the U.S. financial regulatory framework was focused on individual 
firms and markets. No single regulator had responsibility for comprehensively monitoring and 
addressing risks to financial stability. The Dodd-Frank Act addressed this weakness partly 
through the creation of the FSOC, whose mission is to identify potential risks to U.S. financial 
stability, promote market discipline, and respond to emerging threats to the stability of the U.S. 
financial system. In addition, the Dodd-Frank Act established the OFR within the Treasury 
Department to improve the quality of financial data available to policymakers and to facilitate 
more robust and sophisticated analysis of the financial system. The OFR supports the FSOC and 
its member agencies by collecting and standardizing data, performing research, and developing 
tools for measuring and monitoring risk. With the exception of its Director — who is appointed 
by the President, confirmed by the Senate, serves a six -year term, and is a non-voting member of 
the FSOC — the OFR is composed of career government staff and experts on financial research. 
The OFR performs analysis independent from the financial regulators. Maintaining 
“independent analytical capabilities” is OFR’s statutory duty. The OFR is required to report 
annually to Congress on potential threats to U.S. financial stability, similar to the Council’s 
obligation, with one important difference: the OFR’s annual report represents the work of the 
Office, as opposed to the FSOC, and is signed only by the OFR Director, who must also testify 
annually before Congress. 


Question 14: 

The OFR’s asset management study achieved instant notoriety here in Washington, 
criticized by almost everyone. Better Markets — which is not normally thought of as a 
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bastion of deregulatory zeal— pointed out the “inexplicably and indefensibly poor quality 
of the work presented in the Report.” Georgetown University finance professor James 
Angel said that the OFR report “provides a brief overview of the asset management 
industry, comparable to a chapter in an introductory textbook, along with a generic list of 
things that could go wrong.” 

• Docs the poor quality of the report show that the OFR is simply unqualified, lacking 
the necessary expertise and experience to put together a useful report? 

• Does the poor quality of the report show that the OFR is so beholden to the FSOC 
and its regulatory agenda that it wasn’t about to let the facts and the data get in the 
way of an outcome that was predetermined — that asset managers pose risks to 
financial stability? 

ATi.swer: 

The OFR’s asset management study was intended to provide a “brief overview” of potential 
risks, while noting the need for additional data and analysis regarding an industry that has more 
than $55 trillion in assets under management and encompasses investments for a broad cross- 
section of individuals and institutions. The study made no recommendations concerning what 
policy actions, if any, the FSOC should take. Instead, the report highlighted areas within the 
asset management industry that needed further study. The Council has since taken additional 
steps to inform its review of the asset management industry, including hosting a public 
conference on May 19, 2014, and focusing on identifying and evaluating any potential risks 
arising from the products and activities of asset managers. 

The OFR’s report and its conclusions were not directed by the FSOC. The FSOC did not ask the 
OFR to determine whether the FSOC should designate asset management firms, and the OFR’s 
study did not contain any such recommendations. Instead, the study was intended to provide the 
FSOC with objective information in the early stages of the FSOC’s consideration of whether 
asset management activities or firms could pose risks to financial stability. The OFR is staffed 
by career economists and analysts. The principal staff working on the study had experience in 
asset management from both the private and regulatory sectors. In preparing the study, the OFR 
conducted a careful analysis that included discussions with a number of market participants and 
industry experts, both private and public sector. In particular, throughout the process of writing 
the study, the OFR engaged in an extensive and meaningful collaboration with FSOC member 
agencies. 


Question 15: 

The rationale for the OFR has always seemed dubious, given that each of the regulatory 
agencies already has economists and staff dedicated to identifying and managing systemic 
risk. The SEC, for example, has a Division of Economic and Risk Analysis. Among the 
army of economists that the Federal Reserve employs is a group known as the “Office of 
Financial Stability Policy and Research.” The FDIC has an Office of Complex Financial 
Institutions, whose mission is to “monitor and address risks in the largest, systemically 
important financial institutions.” 
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• Given that each agency already has the resources to do what the OFR is supposed to 
do and the experience and the expertise that the OFR does not, would it be better 
public policy for the FSOC to delegate its research projects to the regulatory 
agencies, rather than parcel them out to its in-house captive agency? 

• Wouldn’t doing that increase the credibility and the quality of the research? 

Answer: 

The financial crisis revealed deficiencies in our understanding of the financial system, and 
showed that the data necessary to fully understand and monitor the system were often 
unavailable or not available in a useful format. 

Consistent with its statutory mandate under the Dodd-Frank Act, the OFR works to fill the gaps 
in data and in knowledge about the financial system, thus complementing the work of the FSOC 
member agencies, which continue to collect the data they need to monitor the specific individual 
financial institutions or discrete markets they regulate. 


Question 16: 

SEC Chair White testified before this Committee that the SEC has all the authority it 
needs to regulate the asset management industry. The OFR Asset Management Report, 
however, ignores the extensive SEC regulation that already exists, as well as the authority 
that the SEC already has to do more, and instead focuses on extremely remote possibilities 
that something might go wrong. 

• Does the SEC have all the authority it needs to regulate asset managers? 

• If the SEC’s regulation is adequate, and it has the authority to do more, why has the 
FSOC and the OFR taken up this issue? 

Answer: 

The OFR’s asset management report was an initial study of asset management activities intended 
to help the FSOC determine whether these activities could create, transmit, or amplify stress 
through the financial system. The OFR released its study following a careful analysis that 
included discussions with a number of market participants and extensive input from FSOC 
member agencies with relevant expertise, including the SEC. 

The report was intended to inform the Council about the activities and potential risks arising 
from the asset management industry. It did not contain any recommendations. 

Since the publication of the report, as the FSOC stated in its readout from its July 3 1 , 2014, 
meeting, the FSOC has directed staff to undertake a more focused analysis of industry-wide 
products and activities to assess potential risks associated with the asset management industry. 
This includes a recent request for public comment to gather public input on potential risks 
associated with asset management products and activities. This request for comment will enable 
the FSOC to engage in a targeted manner with the public to provide greater insight into whether 
and how asset management products and activities could create risks to U.S. financial stability. 
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As the FSOC continues to review this industry, it is important to note that there are no 
predetermined outcomes. When the Council identifies potential risks within the existing 
jurisdiction of a regulator, the regulator is often best positioned to take action to mitigate those 
risks, and the Council works closely with all the federal financial regulators. At the same time, 
the Council has the unique statutory responsibility under the Dodd-Frank Act to look across the 
financial system and to prevent risks to financial stability from slipping through the cracks. 

As SEC Chair Mary Jo White noted on December 1 1, 2014, “truly tackling systemic risk in any 
area, obviously, demands a broader program than one agency can execute. Systemic risks cannot 
be addressed alone - they are, after all, ‘systemic.’ Risks that could cascade through our 
financial system could have an impact on a range of market participants, many of which we do 
not oversee. The Financial Stability Oversight Council (FSOC) is an important forum for 
studying and identifying systemic risks across different markets and market participants. The 
market perspective that the SEC brings is an essential component of FSOC’s efforts. And 
FSOC’s current review of the potential risks to the stability of U.S. financial system of asset 
managers is a complement to the work we are now undertaking.” 


Question 17: 

Georgetown University finance professor James Angel wrote that the OFR’s report does 
not “attempt to assess the likelihood of these different things that could, can, or may go 

wrong, or to provide a careful quantitative analysis to guide policy [A]n asteroid could 

wipe out the planet and thus threaten the financial stability of the United States, but how 
likely is that? Does that imply that the Fed should regulate NASA to make sure it can find 
and deflect dangerous asteroids?" 

• Should the FSOC and the OFR be required to explicitly consider the likelihood that 
an institution might fail, rather than constructing extremely unlikely scenarios in 
which failure does occur? 

Answer: 

Based on the lessons from the financial crisis, the FSOC was established by the Dodd-Frank Act 
with a clear statutory mission to identify potential risks to the financial stability of the United 
States, to promote market discipline, and to respond to emerging threats to the stability of the 
U.S. financial system. As we saw during the financial crisis, a number of large financial 
companies that may not have been considered likely to experience material financial distress did 
so quickly, and the contagion from their distress spread throughout the financial system. While 
no two financial crises are exactly the same, and because the precise origin of another financial 
crisis cannot be predicted with certainty, that example illustrates the importance of evaluating 
whether a company’s financial distress could pose a threat to U.S. financial stability. 

Under the Dodd-Frank Act, if the FSOC determines that a nonbank financial company’s material 
financial distress, or the nature, scope, size, scale, concentration, interconnectedness, or mix of 
the activities of the company, could pose a threat to U.S. financial stability, the FSOC may 
designate the company for consolidated supervision by the Federal Reserve and enhanced 
prudential standards. 
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Question 18: 

Many experts believe that the insurance industry poses much less of a systemic risk than 
other financial institutions, because policyholders can’t run on an insurance company the 
way depositors and short-term creditors can run on a bank, and because insurance 
companies invest in assets that are less risky than those typically held by other kinds of 
financial institutions. 

• Given that insurance companies are fundamentally different from other kinds of 
financial institutions, should they be held to the same capital standards that were 
developed for banks? 

• What is the FSOC doing to ensure that insurance companies are not subjected to 
“bank-centric” capital standards and other regulatory requirements that simply do 
not fit their business model? 

• Does the FSOC plan to recommend that the Federal Reserve Board tailor the 
prudential standards to different types of companies, including insurance 
companies? 

• Does the Obama Administration support legislation recently passed by the Senate 
and pending in the House to clarify that the Fed should not be imposing bank- 
centric capital standards on insurance companies? 

Answer: 

Following a final designation, a nonbank financial company is subject to consolidated 
supervision by the Federal Reserve and enhanced prudential standards, which the Federal 
Reserve has stated that it intends to tailor, as appropriate, based on the specific business 
structures, activities, and other factors that may distinguish the designated companies from bank 
holding companies and foreign banking organizations. 

On December 18, 2014, President Obama signed into law the Insurance Capital Standards 
Clarification Act of 2014, which makes it clear that the Federal Reserve is not required to apply 
the risk and leverage capital requirements of Section 1 7 1 of the Dodd-Frank Wall Street Reform 
and Consumer Protection Act to a person engaged in the business of insurance regulated by a 
state insurance regulator, to the extent that such person “acts in its capacity as a regulated 
insurance entity.” 


Question 19: 

Has the FSOC conducted any analysis to determine how applying risk-based capital 
standards to insurers will affect the amount of coverage that insurers can offer? Is it 
possible that the cost of insurance could rise to prohibitive levels? Or that there may come 
a time when it is impossible to obtain certain kinds of insurance coverage because 
insurance companies that have been subjected to bank-like capital standards simply won’t 
be able to afford to offer it? 



245 


House Committee on Financial Services 
Questions for the Record for Secretary Jacob J. Lew 
June 24, 2014 Hearing on the Annual Report of the Financial Stability Oversight Council 

Answer: 

Following a final designation, a nonbank financial company is subject to consolidated 
supervision by the Federal Reserve and enhanced prudential standards, which the Federal 
Reserve has stated that it intends to tailor, as appropriate, based on the specific business 
structures, activities, and other factors that may distinguish the designated companies from bank 
holding companies and foreign banking organizations. 

On December 18, 2014, President Obama signed into law the Insurance Capital Standards 
Clarification Act of 2014, which makes it clear that the Federal Reserve is not required to apply 
the risk and leverage capital requirements of Section 1 71 of the Dodd-Frank Wall Street Reform 
and Consumer Protection Act to a person engaged in the business of insurance regulated by a 
state insurance regulator, to the extent that such person “acts in its capacity as a regulated 
insurance entity.” 


Question 20: 

In addition to bank-like prudential standards, SIFI designation also means supervision by 
the Federal Reserve. Does the Federal Reserve have the ability and the expertise to 
supervise insurance companies? 

Answer: 

The Federal Reserve is well-positioned in terms of its ability and expertise to supervise and 
develop enhanced prudential standards for designated nonbank financial companies. 


Question 21: 

Designated insurance companies will continue be supervised by their state regulators. Will 
the Federal Reserve simply follow the lead of the state regulators, who have the expertise 
and experience necessary to regulate insurance companies? If so, docs Federal Reserve 
supervision add anything other than another layer of bureaucracy and another source of 
compliance costs? 

Answer: 

Designated nonbank financial companies are subject to consolidated supervision by the Federal 
Reserve and enhanced prudential standards, which the Federal Reserve has stated that it intends 
to tailor, as appropriate, based on the specific business structures, activities, and other factors that 
may distinguish the designated companies from bank holding companies and foreign banking 
organizations. 


Question 22: 

Because insurance companies try to match their long-term liabilities with long-term assets, 
they have emerged as one of the most significant sources of long-term investment funds, 
which are crucially important for funding investment in infrastructure. How will applying 
bank-centric risk-based capital standards to insurers affect their ability to supply capital 



246 


House Committee on Financial Services 
Questions for the Record for Secretary Jacob J. Lew 
June 24, 2014 Hearing on the Annual Report of the Financial Stability Oversight Council 

for infrastructure and other long-term projects? And what are the implications for long- 
term economic growth? 

Answer: 

Any capital standards for an insurance company should take into account insurance business 
models and risk metrics, including the fact that insurance companies attempt to match their long- 
term liabilities with long-term assets. On December 18, 2014, President Obama signed into law 
the Insurance Capital Standards Clarification Act of 2014, which makes it clear that the Federal 
Reserve is not required to apply the risk and leverage capital requirements of Section 1 71 of the 
Dodd-Frank Wall Street Reform and Consumer Protection Act to a person engaged in the 
business of insurance regulated by a state insurance regulator, to the extent that such person “acts 
in its capacity as a regulated insurance entity.” 


Question 23: 

SIFI designation would impose substantial costs on asset managers. These costs include the 
costs of complying with Fed supervision as well as the privilege of helping to fund the 
OFR’s so-called “financial research” and the Fed. These costs would be borne by the 
fund’s investors — people saving for their retirement and their children’s college tuition. In 
trying to concoct an argument for designating asset managers, the OFR seems willing to 
consider every possible way an asset manager could fail and every possible way that failure 
could affect the financial system, no matter how implausible or remote. Shouldn’t the OFR 
or the FSOC also consider the costs that designation would have on investors and capital 
markets? 

Answer: 

The FSOC has a responsibility to consider whether any sector of the financial system creates 
potential risks to U.S. financial stability. The FSOC would not be doing its job if it ignored an 
entire sector or activity, including one as vital as the asset management industry. At its meeting 
on July 3 1 , 2014, the FSOC directed staff to undertake an analysis of industry-wide products and 
activities to assess potential risks associated with the asset management industry. This includes a 
recent request for public comment to gather public input on potential risks associated with asset 
management products and activities. This request for comment will enable the Council to 
engage with the public to provide targeted insight into whether and how asset management 
products and activities could create risks to U.S. financial stability. 

It is important to note that there are no predetermined outcomes for the FSOC's review of asset 
management products and activities. In general, the FSOC has a number of tools available to 
address potential risks to U.S. financial stability it identifies, including: 

• highlighting potential emerging threats in the FSOC’s annual reports to Congress; 

• making recommendations to existing primary regulators to apply heightened 
standards and safeguards; 

• designating certain nonbank financial companies and financial market utilities for 
heightened supervision and prudential standards, and 
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• collecting and facilitating tlie sharing of information to assess threats to U.S. financial 
stability. 


Question 24: 

“Bank-like prudential standards” could mean that the Federal Reserve will require asset 
managers to maintain higher liquidity ratios— in other words, asset managers might be 
required to hold more cash and more securities that could be easily converted to cash. 

How would higher liquidity ratios affect investors? How would higher liquidity ratios 
affect someone who is investing for retirement? Or to pay for a child’s education? 

Answer: 

It is premature to speculate about a specific measure, such as a liquidity ratio, as applied to asset 
managers. 

It is important to note that there are no predetermined outcomes for tlie FSOC’s review of asset 
management products and activities. In general, the FSOC has a number of tools available to 
address risks to U.S. financial stability it identifies, including: 

• highlighting potential emerging threats in the FSOC’s annual reports to Congress; 

• making recommendations to existing primary regulators to apply heightened 
standards and safeguards; 

• designating certain nonbank financial companies and financial market utilities for 
heightened supervision and prudential standards, and 

• collecting and facilitating the sharing of information to assess threats to U.S. financial 
stability. 


Question 25: 

Douglas Holtz-Eakin, the former Director of the Congressional Budget Qffice, has 
estimated that designating asset management firms as SIFIs could cost investors as much 
as 25% of the return on their investments over the long-term. That is $108,000 per 
investor. What would investors get in return for that $108,000? Will the financial system 
be any safer? And how will giving up $108,000 affect an investor’s plans for retirement? 
For sending children to college? 

Answer: 

It is important to note that there are no predetermined outcomes for the FSOC’s review of asset 
management products and activities. In general, the FSOC has a number of tools available to 
address risks to U.S. financial stability it identifies, including: 

• highlighting potential emerging threats in the FSOC’s annual reports to Congress; 

• making recommendations to existing primary regulators to apply heightened 
standards and safeguards; 

• designating certain nonbank financial companies and financial market utilities for 
heightened supervision and prudential standards, and 
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• collecting and facilitating the sharing of information to assess threats to U.S. financial 
stability. 


Question 26: 

SIFI designation may signal to market participants that the U.S. government has decided 
that a firm is “too big to fail” and will be bailed out if it fails. After all, the reason a firm Is 
designated is that the FSOC has decided that the failure of the firm would have significant 
effects on the U.S. financial system, and the lesson that market participants learned during 
the financial crisis was that government officials won’t let that happen. In fact, AIG’s 
Chairman celebrated AIG’s designation by noting that “when we go out and say we’re 
strong, we’ll have them as a voice of the good housekeeping seal that says they are strong.” 
Doesn’t designation permanently entrench the “too big to fail” mentality in financial 
markets? 

Answer: 

As a matter of law, Dodd-Frank ended too big to fail. Importantly, the designation of a nonbank 
financial company does not create any new ability or obligation for the government to bail out a 
designated nonbank financial company. Instead, the FSOC’s work to designate nonbank 
financial companies is a critical tool to reduce the likelihood of failure of large, complex firms, 
and to mitigate their effects on financial stability if they do fail. Designation subjects a firm to 
enhanced prudential standards, a requirement to submit a living will to regulators, and 
supervision by the Federal Reserve. 


Question 27: 

Last year, the President of the Americas Division of MetLife testified at a Financial 
Institutions Subcommittee hearing that “whether a SIFI designation is a help or a 
hindrance . . . naming a handful of insurance companies as ‘too big to fail’ will needlessly 
distort the competitive landscape and misallocate capital in the insurance sector.” 

• Will designation help some firms by giving them a competitive advantage? 

• Or will the regulatory burdens and duplicative supervision imposed by designation 
drive up costs for these firms? 

• Regardless of which scenario unfolds, doesn’t designation distort the competitive 
landscape? 

Answer: 

Designated nonbank financial companies are subject to consolidated supervision by the Federal 
Reserve and enhanced prudential standards, which the Federal Reserve has stated that it intends 
to tailor, as appropriate, based on the specific business structures, activities, and other factors. 
The designation of a nonbank financial company is a critical tool to reduce the likelihood of 
failure of large, complex firms, and to mitigate their effects on financial stability if they do fail. 

On December 18, 2014, President Obama signed into law the Insurance Capital Standards 
Clarification Act of 20 1 4, which makes it clear that the Federal Reserve is not required to apply 



249 


House Committee on Financial Services 
Questions for the Record for Secretary Jacob J. Lew 
June 24, 2014 Hearing on ihe Annual Report of the Financial Stability Oversight Council 

the risk and leverage capital requirements of Section 171 of the Dodd-Frank Wall Street Reform 
and Consumer Protection Act to a person engaged in the business of insurance regulated by a 
state insurance regulator, to the extent that such person “acts in its capacity as a regulated 
insurance entity.” 


Question 28: 

Last January, the Financial Stability Board published a consultation document in which it 
proposed designating investment funds as Global SIFls. Notably, the only investment 
funds that met the FSB’s criteria were U.S.-registered investment companies. 

• Has the Treasury Department conducted any analysis of the implications for the 
competitiveness of the U.S. financial services sector of a regime in which only U.S. 
firms must comply with bank-like capital requirements and other heightened 
prudential standards? 

• Why has the Treasury Department acquiesced to an action by the FSB that seems to 
be directly contrary to U.S. interests? 

Answer: 

The FSB-IOSCO methodologies for identifying potentially global systemically important non- 
bank non-insurer financial institutions are still being developed. FSB-IOSCO published a 
consultative document in January 2014 and received over 75 comment letters. The group has 
also met with industry and received further feedback. Reflecting these discussions and dialogue, 
the FSB and IOSCO are in the process of revising the methodologies and plan to release a 
second public consultation document around the end of the year. 

The draft methodologies published in January, sought public comment on the appropriate level 
of focus for assessing the systemic importance of asset management entities, The FSB-IOSCO 
draft thresholds were merely an initial screen to be used to filter entities before the national 
authorities conduct a deep-dive analysis and assessment of potential systemic importance. 
Exceeding the initial threshold does not indicate the entity is global systemically important. 

According to the draft methodologies, national authorities will identify the global systemically 
important entities in their jurisdictions. The FSB has not yet proposed policy measures. 
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Submitted by Rep. Bill Huizenga 

Thank you for your appearance before the June 24, 2014, House Financial Services 
Committee hearing to discuss the annual report of the FSOC. To follow up on the discussion, 
1 would like to submit the below background and questions to the aforementioned witness and 
have the answers included in the official hearing record. 

Question 1: 

I have concerns about the approach you have taken to impose economic sanctions on 
Russia. In particular, I am troubled by your apparent willingness to use U.S. based 
companies as the “tip of the spear” without having built consensus from our European 
allies. While I certainly do not question the need for action against Russia, I do question 
your response and the effectiveness of your approach. 

• What concrete evidence do you have that our economic sanctions have been 
effective? 

• Have you considered any of the long-terms impacts that these economic sanctions 
could have on U.S.-based companies that do business in Russia? 

• In hindsight, do you believe that greater consensus from our European allies and a 
more comprehensive approach that leverages the strength and reach of multiply 
sectors could have bolstered the effectiveness of these sanctions? 

Answer: 

Since the start of the Ukraine crisis, the United States has built a strong international coalition to 
counter Russian actions. Our close and continuing collaboration with EU and G-7 partners on 
the development and implementation of sanctions ensures both that our sanctions have maximum 
impact on Russia and that U.S. companies are not disproportionately affected by prohibitions on 
transactions with sanctioned Russian companies. 

Together with our EU and G-7 partners, we have implemented a powerful set of measures that 
balance spillover risks and costs to our companies with the need to provide an appropriate 
response to Russia’s destabilization of eastern Ukraine. We have imposed export and service- 
related prohibitions in coordination with the EU on frontier oil projects in Russia, which are 
areas that non-U.S. and -EU firms are not able to backfill. We have targeted Russia’s largest 
state-owned financial institutions, including Sberbank, prohibiting transacting in new equity and 
new debt with a maturity of more than 30 days. Furthermore, we have imposed prohibitions on 
transactions in new debt of specific maturities in the Russian state-owned defense and energy 
sectors. The EU and our other partners have taken similar actions. Furthermore, we have 
repeatedly and forcefully engaged other countries to ask that they discourage their companies 
from exploiting the business opportunities forgone by our and European companies due to 
sanctions. 

Most recently, on December 19, 2014, the President issued Executive Order (E.O.) 13685 to 
impose a ban on trade in goods, technology, or services with Crimea and on new investment in 
Crimea, a step taken in conjunction with substantially similar EU measures. In addition, E.O. 
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13685 provides authority to impose further sanctions on individuals and entities operating in 
Ukraine. Ongoing discussions with our European partners will include how to utilize these 
authorities and to ensure that backfill issues do not unduly disadvantage U.S. and EU companies. 

The sanctions we have put in place on Russia since July 16, 2 14 are having an impact on 
Russia’s already-vulnerable economy and key members of Putin’s inner circle. The IMF 
cuirently projects that Russia’s GDP grew by only 0.2 percent in 2014, and its latest forecast is 
for a 3 percent contraction in 2015. Inflation in Russia is also running well above target and is 
expected to exceed an annual rate of 10 percent for the rest of this year. The ruble depreciated 
43 percent against the dollar in 2014 amid heavy capita! outflows, which exceed $150 billion, 
and the currency is expected to remain under pressure over the medium term. The sharp 
depreciation of the ruble has taken place despite substantial market intervention by the Central 
Bank of Russia, which spent approximately $80 billion to stabilize the currency in 2014 and 
increased its key policy rate from 5.5 percent to 17.5 percent. Russia’s sovereign credit rating 
has also been downgraded on multiple occasions over the past year (many private analysis expect 
it to be lowered to “junk” status in the coming months), and government and corporate 
borrowing costs have risen significantly. 

By their nature, we would expect the economic and financial costs of our debt and equity 
prohibitions to increase over time. We may see accelerated capital outflows and further 
dampening of investor confidence as banks and corporates struggle to rollover maturing external 
debt next year. Furthermore, as we have seen in recent weeks, the cumulative impact of multiple 
rounds of U.S. and European sanctions will continue to be exacerbated by low oil prices. 


Question 2: 

In recent months, leaders of the Federal Reserve including Fed Chairman Yellen, 
Governor Tarullo and others have stated that insurance companies have unique business 
models that make them different from banks, and that a bank-centric regulatory model 
would not work for insurance companies. 

At the same time, international bodies in Europe including the Financial Stability Board 
and the International Association of Insurance Supervisors (bodies that have U.S. 
representation) have begun the process of preparing quantitative international capital 
standards that could potentially apply to U.S. insurance companies, including insurers that 
have not been designated systemically important financial institutions under Dodd-Frank 
and were not among insurance groups designated as Global Systemically Important 
Insurers last year by the FSB. 

• Given the Treasury Department’s important role as a member of the FSB, can you 
share your perspective on this move toward bank-like capital standards for U.S. 
insurance groups, and tell us what steps the Treasury and other U.S. regulators can 
take to make sure that a quantitative capital standard does not become the 
regulatory reality for U.S. insurers? 
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• I would also be interested in your thoughts on how such standards could be 

implemented without disruption to the U.S. state-based system of regulation and if it 
is the position of the Treasury at the FSB to promote the United States state-based 
system? 

Answer: 

The United States plays a leadership role in developing international standards at the FSB and at 
the international standard setting bodies, including the International Association of Insurance 
Supervisors (lAIS). International standards have been developed in the insurance sector for 
nearly 20 years. International standards support robust, high-quality oversight that promotes 
global financial stability, promotes a level playing field, offers consistent supervisory approaches 
for regulators around the world, and leads to reduced compliance costs for global firms. 

The United States is represented at the lAIS by Treasury’s Federal Insurance Office (FIO), the 
56 insurance commissioners of the states and other jurisdictions of the United States, staff from 
the National Association of Insurance Commissioners (NAIC), and the Federal Reserve. We are 
engaged in developing international standards that will serve U.S. consumers, industry, and 
economy. This important work is occurring at the lAIS, a forum for technical insurance experts. 

The work on a comprehensive supervisory framework for internationally active insurance groups 
(lAIGs) has been ongoing since 2009 and is shaped by the input of the U.S. federal and state 
participants. As part of these discussions. Treasury agrees that any capital standards for insurers 
should be based on insurance business models and risk metrics. In addition, prior to 
implementation, the international capital standards will be tested directly with U.S.-based 
insurers. A market analysis will be conducted to determine whether and, if so, how the standard, 
and related provisions, would affect both individual insurance firms and the U.S. insurance 
market. The testing and the study will allow for the implementation of international standards 
that account for the impact in the United States. 

As has always been true in the insurance sector, international standards are not self-executing. 
Only U.S. state or federal authorities may impose a standard or requirement on a U.S. insurance 
organization. In the case of the United States, for firms that operate as part of a bank or savings 
and loan holding company or nonbank financial company designated by the Financial Stability 
Oversight Council (FSOC), the Federal Reserve has the authority to implement the standard. For 
firms not subject to oversight by the Federal Reserve, the state insurance regulators would have 
authority to implement the standard. 
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Submitted by Rep. Robert Hurt 


Question 1: 

Secretary Lew, during the hearing I asked you about your views on the trend of 
consolidation in our banking industry, as the number of community banks continues to 
decline from 18,000 in 1984 to less than 7,000 today. Are you concerned with these 
statistics? What do you believe are the potential impacts for the U.S. economy if this trend 
continues? 

Additionally, FSOC’s primary objective is to identify risks to our financial stability. Do you 
believe that significant consolidation in the banking industry constitutes a risk to our 
financial stability? If so, what is the FSOC doing in response? 

Finally, some note that one of the major causes of this consolidation is the significant 
increase in regulatory compliance costs. What immediate steps are you and the appropriate 
member agencies of FSOC taking to ensure that community banks are not paying 
disproportionate regulatory costs that will further increase bank consolidation? 

Answer: 

Community banks have long filled a vital role in meeting the needs of families and small 
businesses in communities across the country. Banks of all sizes are operating in a very 
competitive environment, not just community banks. Yet banks today are generally in much 
better shape than they were in the years before the financial crisis. Net income for the industry is 
stable, capita! levels are robust, and loan performance is strong for most banks, large and small. 

Industry consolidation is a long-term trend that predates the financial crisis and any regulatory 
response. In recent years, we have seen the pace of consolidation slow. Banks have had to adapt 
in various ways to a changing business and regulatory environment following the crisis, and we 
will continue our regular exercise of financial sector monitoring. 

The vast majority of new regulations do not apply to community banks. We will continue to be 
attentive, however, to the importance of tailoring regulations as may be appropriate with respect 
to smaller financial institutions. 


Question 2: 

The Financial Stability Board (FSB), in which the U.S. is represented by the U.S. 
Department of the Treasury, the Federal Reserve Board and the Securities and Exchange 
Commission, is increasingly engaged in insurance regulatory matters and has issued 
directives to the International Association of insurance Supervisors to come up with global 
capital standards for insurers, with the apparent agreement of Treasury. 

What data and other empirical evidence did the Treasury and FSB rely upon to determine 
that global capital standards are necessary for the insurance sector and benefit consumers 
more than our current system? What cost benefit analysis was performed before the 
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directive was issued by the FSB? Please provide any information and data used to make 
these determinations. 

Answer: 

At the Pittsburgh Summit in 2009, the Group of 20 (G-20) Leaders committed to develop 
internationally consistent approaches to evaluating global systemically important financial finns 
“to help mitigate the disruption of financial institution failures and reduce moral hazard in the 
future.” In response, the Financial Stability Board (FSB) developed a framework and called on 
the technical experts in the relevant international standard-setting bodies to develop 
methodologies for identifying global systemically important financial institutions (G-SIFls) in 
each sector. The International Association of Insurance Supervisors (lAIS) developed the 
methodology for global systemically important insurers (G-SIIs) and the FSB called on the lAIS 
to develop a quantitative capital standard for internationally active insurers. The United States is 
represented at the lAIS by Treasury’s Federal Insurance Office (FIO), the 56 insurance 
commissioners of the states and other jurisdictions of the United States, staff from the National 
Association of Insurance Commissioners (NAIC), and the Federal Reserve. The technical work 
and recommendations developed at the lAIS have formed and will continue to form the basis for 
any FSB determinations on insurance matters. 

The United States has made strong commitments in the G-20 to these international efforts, which 
reflect the globally connected economy and are important to safeguarding the U.S. financial 
system from threats resulting from weaker regulation elsewhere. Treasury supports the technical 
work undertaken at the lAIS in order to support financial stability and to promote a level playing 
field for U.S. firms that operate internationally. This ongoing work is informed by FIO, the 
states, and the Federal Reserve. 

Prior to implementation, the international capital standards will be tested directly with U.S.- 
based insurers. A market analysis will be conducted to determine whether and, if so, how tlie 
standard, and related provisions, would affect individual insurance firms and the U.S. insurance 
market. 
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Submitted by Rep. Blaine Luetkemever 


Question 1: 

The Dodd-Frank Act gives Treasury, through the Federal Insurance Office (FIO), some 
limited authority to represent U.S. interests in international insurance regulatory 
discussions but also makes clear that the states continue to be the primary regulators of 
insurance in an effort to ensure that the policies of individual states continue to govern 
insurance regulation in the United States. Yet, FIO has taken positions different from and 
even contrary to, the positions advocated by our state regulators, including the need for a 
global insurance capital standard that could reduce the relative competitiveness and 
consumer focus of the U.S. insurance market. 

Do you believe that, while FIO has the authority to engage in representation of the United 
States, it should advocate for positions that are consistent with the positions of the state 
officials who have the primary regulatory responsibility of insurance? Do you believe that 
failure to properly represent the positions of these state officials runs afoul of 
Congressional intent? 

Answ'er: 

In Title V of the Dodd-Frank Act, Congress established the Federal Insurance Office (FIO) 
within the Treasury Department. In addition to advising the Secretary of the Treasury on major 
domestic and prudential international insurance policy issues and having its director serve as a 
non-voting member of the Financial Stability Oversight Council (FSOC), FIO is authorized, 
pursuant to the Dodd-Frank Act, to coordinate federal efforts and develop federal policy on 
prudential aspects of international insurance matters, including representing the United States, as 
appropriate, in the International Association of Insurance Supervisors (lAlS). 

The United States is represented at the lAIS by FIO, the 56 insurance commissioners of the 
states and other jurisdictions of the U.S., staff from the National Association of Insurance 
Commissioners (NAIC), and the Federal Reserve. We are engaged in developing international 
standards that will serve the best interests of the United States,. 

As has always been true in the insurance sector, international standards are not self-executing. 
U.S. state or federal authorities, not international standard-setters, may impose a standard or 
requirement on a U.S. insurance organization. In the case of the United States, for insurance 
organizations that operate as part of a bank or savings and loan holding company or nonbank 
financial company designated by the FSOC, the Federal Reserve has the authority to implement 
the standard. For those insurance organizations not subject to oversight by the Federal Reserve, 
the state insurance regulators would have authority to implement the standard. 
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Submitted by Rep. Steve Stivers 

The recent FSOC annual report had very little negative to say about the U.S. property and 
casualty insurance industry and its regulation. Yet, there are many developments in which 
Treasury is participating that could harm that market and its regulation, including the 
wrong global capital standards that could create systemic risk that clearly doesn’t exist 
today. 

Question 1: 

What direction have you given to Treasury’s representatives in international discussions, 
including FIO, to avoid harming the competitiveness and quality of the U.S. property and 
casualty insurance market and its state regulation? 

Answer: 

FIO will continue to contribute constructively in support of international standards that, when 
implemented, will benefit U.S. consumers and U.S. insurers, promote competition and consumer 
choice, and safeguard policyholder protection and financial stability. Working together, U.S. 
participants are already leading developments in international standard-setting activities. Absent 
the participation and leadership of U.S. participants, international standard-setting activities 
would continue without reflecting the unique features of the U.S. market and regulatory 
structure. 

Capital standards for insurers should take into account insurance business models and risk 
metrics. In addition, prior to implementation, the international capital standards will be tested 
directly with U.S.-based insurers. A market analysis will be conducted to detennine whether 
and, if so, how the standard, and related provisions, would affect both Individual insurance firms 
and the U.S. insurance market. 

As has always been true in the insurance sector, international standards are not self-executing. 
U.S. state or federal authorities, not international standard-setters, may impose a standard or 
requirement on a U.S. insurance organization. In the case of the United States, for firms that 
operate as part of a bank or savings and loan holding company or nonbank financial company 
designated by the Financial Stability Oversight Council (FSOC), the Federal Reserve has the 
authority to implement the standard. For those firms not subject to oversight by the Federal 
Reserve, the state insurance regulators would have authority to implement the standard. 

Treasury’s FIO regularly works with other federal agencies and state insurance regulators to 
promote a coordinated and effective approach to prudential aspects of international insurance 
matters. Treasury officials, representatives of other federal agencies, and state regulators jointly 
attend and participate in discussions in multiple fora regarding international insurance matters. 
The United States plays a leadership role in developing international standards at the lAIS that 
promote the best interests of the United States. U.S. state regulators, individually and through 
NAIC staff, participate in and often lead international workstreams at the lAIS in which FIO and 
the FRB staff also participate. For instance, all 56 insurance commissioners of the states and 
other jurisdictions of the United States and the NAIC are represented in the lAIS. The 
international insurance standards under development at the lAlS are important to promote global 
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financial stability, promote a level playing field, offer consistent supervisory approaches for 
regulators around the world, and lead to reduced compliance costs for global firms. International 
insurance supervisory standards have been developed and adopted by the states in the United 
States for nearly 20 years, and state regulators have been actively involved in the lAIS since its 
inception in 1994. 
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